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Foreword
Service in the public interest is the CPAs primary objective. To 
fulfill this objective with distinction, the CPA has a responsibility to 
acquire, maintain, and improve his technical proficiency in his areas 
of service.
To help the CPA meet the responsibility of performing quality ser­
vice in the area of federal taxation, the Institute has launched a new 
series, Studies in Federal Taxation.
This series is a natural extension of the Institutes publications 
programs in auditing, financial reporting, management services, and 
practice management. Like the other technical publications, the tax 
studies series is complementary to the activities sponsored by the 
Institute’s Professional Development Division.
The studies will be prepared along functional lines, rather than by 
analysis of a particular section or sections of the Internal Revenue 
Code. With respect to each topic, it is hoped that this approach will 
improve the CPA’s ability to recognize potential problems, to offer 
practical guidance, and to suggest tax planning measures.
The author of this study is Harry Z. Garian, CPA. The following 
members of the tax publications committee of the Division of Federal 
Taxation assisted in an advisory capacity: John W. Cooney, CPA; 
Hollis A. Dixon, CPA; Peter Elder, CPA; Stuart R. Josephs, CPA; 
and Norman R. Kerth, CPA.
Gilbert Simonetti, Jr., Director 
Division of Federal Taxation
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Chapter 1
Introduction
101 Purpose and Scope
This publication is designed primarily as a practical guide to the 
federal income tax factors concerning the incorporation of a closely 
held, going business. Other factors relevant to incorporation, such as 
state income taxes and business corporation laws, will also be covered. 
Although the text will not focus on the organization of a corporation 
which itself will start up a business, portions of the text will be 
equally applicable to such transactions (see, e.g., Chapter 5, Starting 
Up the Corporation).
Necessarily, in-depth treatment has been sacrificed in the interests 
of in-breadth coverage. The “mini-discussions” are intended to provide 
the reader with a working knowledge of a topic so that he can sense 
its applicability to his situation, and follow through on the peripheral 
points not discussed here. Tax planning suggestions are interspersed 
throughout the text. By “tax planning,” we refer to arranging a pro­
posed transaction in a manner which will minimize current and future 
tax liabilities and problems, not to tax “gimmicks,” which are con­
jured up for tax reasons only.
The discussions of non-federal tax factors will be brief, intended 
only to indicate their existence and need for attention. I t  is stressed, 
however, that the non-federal income tax factors are “secondary” 
only for the purposes of this book, and that they may often outweigh 
the federal income tax factors. For example, limited liability, by 
itself, may dictate the incorporation or multi-incorporation of a taxi­
cab or trucking business. Of course, limited liability and other such 
legal considerations should be handled by the lawyer-member of an 
incorporation team.
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The decisions to be made during the process of incorporating a 
going business may be outlined, in question form, as follows:
a. Incorporation Decision. Should the business be incorporated or 
remain unincorporated? In most situations, there will be reasons 
both for and against incorporating which must be weighed. The 
pros and cons are explained and evaluated from a federal income 
tax viewpoint in Chapter 2, and from other viewpoints in Chapter 
3. (See also 103.)
b. Incorporation Transaction. How should a going business be incor­
porated? This question and others relevant to the incorporation 
transaction are discussed in Chapter 4. It is stressed at the outset 
that “simply” incorporating a going business ‘lock, stock and 
barrel” in a wholly tax-free transaction can prove to be “simply 
awful.” Evidence of this will be found throughout the text.
c. Starting Off the Corporation. What should be done to start a new 
corporation off on the right foot? Chapter 5 points out, among 
other things, that the capital structure should be designed to do 
more than satisfy the financial needs of the business; also, that 
accounting period and methods should be initially selected with 
great care.
d. Winding Up the Unincorporated Entity. What are the problems 
of winding up the old organization and how should they be 
handled? Chapter 6 reveals that even where instant dissolution is 
possible, it will usually be preferable to plan a slow death for the 
unincorporated entity.
The appendix contains a questionnaire, an illustration of an incor­
poration study, exhibits showing the benefits available to employees 
participating in qualified profit-sharing plans, and the text of Sec. 
351 and the related regulations.
102 Classification of Incorporations
The text is geared to the incorporation of closely held businesses 
which are conducted and taxed as unincorporated entities, that is, 
sole proprietorships or partnerships. Thus, the text is not necessarily 
applicable to the transfer of a business to a subsidiary by an existing 
corporation, or the transformation into corporate form of an unincor­
porated organization already taxable (by choice or otherwise) as a
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corporation. The various forms of businesses, including those outside 
the scope of the text, which may become the subject of an incor­
poration study are divisible into the six classifications which are 
briefly characterized in 102.1 through 102.6.
102.1 Sole Proprietorships. In  a sole proprietorship, the assets 
and liabilities of the business are owned and owed directly and en­
tirely by one individual. A sole proprietor contemplating incorpora­
tion should be warned that it would mean that he could no longer 
treat the business as his own, though he owns 100 per cent of the 
stock. Many of the tax difficulties of a one-man corporation are due to 
the owners inability or refusal to recognize that he cannot toy with 
the assets of the business.
102.2 Partnerships. “Partnerships” include any unincorporated 
trade or business carried on by two or more persons who contribute 
capital or services to the venture and share in its profits and losses. 
In addition to the ordinary partnership, the term includes syndicates, 
groups, pools, and joint ventures. As used here, the term does not in­
clude any organization, however labelled for nontax purposes, which 
is treated under the Internal Revenue Code as a corporation, trust 
or estate.1
102.3 Incorporation of Subsidiary. A corporation may decide 
to incorporate separately a division or function of its business for 
permissible tax reasons (e.g., to qualify for the Western Hemisphere 
trade corporation deduction provided in Sec. 921), or for other rea­
sons (e.g., to limit liability with respect to certain activities). The 
formation of a wholly owned subsidiary is the tax equivalent of the 
incorporation of part of a sole proprietorship.
102.4 Associations Deemed Taxable as Corporations. In addi­
tion to “pure” corporations, other business associations (including 
trusts and partnerships) which resemble a corporation more than an 
unincorporated organization will be taxed as a corporation. Reg. Sec. 
301.7701-2 (“Kintner” regulations) states the characteristics which 
shall be taken into account in determining whether an unincorporated 
entity should be classified as a corporation. When an unincorporated 1
1 Reg. Sec. 301.7701-3.
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business already taxable as a corporation under such regulations is 
formally converted into the corporate form, the transaction is regarded 
as a corporate reorganization, rather than as a corporate organization, 
for tax purposes.2
102.5 Professional Service Organizations. Approximately 75 
per cent of the states now permit professional service organizations 
(doctors, lawyers, accountants, and so forth) to incorporate under spe­
cial statutes. In Reg. Sec. 301.7701-2(h), the Internal Revenue Service 
virtually denies corporate tax treatment to professional service cor­
porations formed under the special statutes which have been enacted 
to date. In essence, this controversial regulation insists that a profes­
sional corporation is not taxable as a corporation unless it would be 
deemed taxable as a corporation if it were not incorporated.3 The 
regulation does not purport to preclude corporate tax treatment of a 
professional organization which can and does incorporate under gen­
eral business corporation laws of a state.
102.6 Elective Corporations. The final class of potential in­
corporators consists of the few unincorporated entities which elected 
to be taxed as corporations under Sec. 1361. This hybrid form of busi­
ness entity completely vanished on January 1, 1969; on that date any 
elective corporation which was not formally incorporated under a 
state law was deemed liquidated. A formal incorporation may be 
tax free—but as a corporate reorganization rather than as a corporate 
organization.
Incidentally, for tax reasons, some of these elective corporate en­
tities may have been compelled to incorporate before the constructive 
liquidation date because:
a. If the business is not incorporated, its owners must pay capital 
gain tax on the entire amount of appreciation in asset values, in­
cluding goodwill, as of December 31, 1968, even though such 
amount is no more than the untaxed appreciation existent when
2 Such a conversion will qualify as a reorganization under Sec. 368(a) (1) (F), 
“mere change in identity, form or place of organization.” See Rev. Rul. 67-376, 
CB 1967-2, 142.
3 The regulations have been held invalid in several cases including: Laurence 
Empey, 272 F Supp. 851, 20 AFTR 2d 5098, 67-2 USTC ¶9638; Hugh O’Neil, 
281 F Supp. 359, 21 AFTR 2d 774, 68-1 USTC ¶9251.
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the election was made. The tax on the appreciated assets can be 
avoided or minimized by the adoption of a one-month plan of 
liquidation, in accordance with Sec. 333; but the portion of the 
gain attributable to earnings accumulated during the elective 
period will be taxed as ordinary income instead of as capital gain.
b. If the business is only partially incorporated, the amount of assets 
retained by the unincorporated entity will be treated as a cor­
porate distribution incidental to a reorganization, and probably 
taxed as ordinary income to the owners of the entity.4
103 Incorporation Study
The text and the illustrative case study in the appendix provide 
guidelines for preparing a study on the desirability and feasibility of 
incorporating a going business. In the final analysis, the success of 
the study will depend on the skill, experience, and judgment of those 
involved.
On one hand, a study should not be allowed to become bogged 
down in detailed calculations which will be nothing more than grist 
for a computer. Thus, in an incorporation study for a 100-member 
partnership doing business in twenty states, the tax consequences 
should not be computed for each partner and for each state. Federal 
tax consequences could be computed on a test basis for ten partners 
representing a cross-section of the firm; state tax consequences should 
be tested only for the state in which the principal place of business 
is conducted.
On the other hand, a study should be more than a paraphrase of 
textbook comparisons of corporate and noncorporate forms of doing 
business. To avoid having the study become a mere academic exer­
cise, broaden its objectives. From the outset, the study should be 
directed toward “how and to what extent” the business should be in­
corporated, as well as “whether or not” it should be incorporated. Such 
a study is likely to have some practical value in any event. If it is 
decided to incorporate the business, the study will crystallize prob­
lems of transplanting the business from the noncorporate to the cor­
porate form and will serve as a foundation on which to build the 
corporate structure; if not, the study may lead to the adoption of 
some of the more desirable features of the corporate form. For exam-
4 See Reg. Sec. 1.1361-(5), (11) and (16).
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pie, a large partnership might revise its capital and salary structures 
or management organization along corporate lines.
A conclusion, with reasons, should always be drawn in the study. 
A conclusion does not have to say, and frequently cannot say flatly, 
“do” or “don’t” incorporate. “It’s a close question because. . . ” is an 
acceptable conclusion, provided nothing more positive can be said. 
The owners of the unincorporated enterprise expect and are entitled 
to more than a treatise on “corporate versus noncorporate forms of 
doing business” and tables of statistics.
104 Terminology and Abbreviations5
This section explains terms and abbreviations which are used 
frequently. The meaning of some words has been restricted deliber­
ately in order to avoid repeatedly modifying or qualifying the sense 
in which they are used here. For example, the limited definition of 
corporation eliminates the need to explain continually that statements 
relating to the tax treatment of corporations do not apply to those 
which qualify as Subchapter S corporations.
Closely Held (Close) Corporations. In this text, “closely held” and 
“close” are used interchangeably to denote corporations whose stock 
is either owned by a few persons or controlled by persons actively 
engaged in the business. Thus, a corporation with even 200 share­
holders will be deemed closely held if most of them are officers and 
employees. In other words, a close corporation is synonymous with 
“incorporated partnerships” and “one-man corporations.”
Commissioner. Short for Commissioner of Internal Revenue.
Controlled Corporation. In general, a corporation is “controlled” 
if 80 per cent of each class of stock is owned by the incorporators of 
the business. (See 402.)
Corporation. As used here, “corporation” is limited to “pure” busi­
ness corporations; that is, an artificial entity which has been created 
formally under the business corporation law of a state or other juris­
diction and which is fully taxable as a corporation under the federal 
income tax law. Thus, the definition excludes Subchapter S corpora­
tions, regulated investment companies, and other entities which are 
more or less treated as nontaxable conduits (such as partnerships)
5 Also see 102 for explanations of various forms of doing business.
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and pay little or no tax. (See 202.3 and 202.4.) Also excluded are 
entities which are unincorporated in form but are taxed as corpora­
tions. (See 102.4 and 102.5.) “Professional service corporations” would 
not qualify as corporations under the foregoing definition, if Reg. 
Sec. 1.7701-2(h) is valid and applicable.
Incorporators. Here, “incorporators” is used interchangeably with 
“transferors” of property to a controlled corporation, although the two 
terms are not ordinarily synonymous.
Nonrecognition Property. Refers to stock and securities of the cor­
poration which are received tax free under Sec. 351 by the incor­
porators in exchange for their property.
IRS. Refers to Internal Revenue Service.
Recognize. In  tax jargon, “recognized” is synonymous with “tax­
able.” Thus, when gain (or loss) is recognized, it is includible in (or 
deductible from) taxable income. Compare “realized” below.
Realized. For tax purposes, whenever property is sold or exchanged, 
a gain or loss is “realized” to the extent the cash and the fair value 
of other property received differs from the tax basis of the property 
transferred. The amount of gain or loss realized is not necessarily 
“recognized” (taxable or deductible) for tax purposes. Thus, in an 
incorporation transaction which meets all the requirements of Sec. 
351, a gain or loss may be realized but will not be recognized.
Sec. 351 Incorporation. A short-hand reference to an incorporation 
transaction which qualifies for tax-free treatment—wholly or partly— 
under Sec. 351. (See Chapter 4.)
Security. As used in the organization and reorganization sections 
of the Code, the meaning of security is limited to corporate obliga­
tions which are not ordinary debts. (See 402.3.) On the other hand, 
the popular meaning of security extends to corporate stocks, as well as 
to marketable obligations of corporations and governments.
Tax Free. While “tax free” is loosely used interchangeably with “tax 
deferred,” technically the two terms are not synonymous. (See 402.8.)
Tax-Free Incorporation. An alternative reference to a Sec. 351 in­
corporation described above.
Tax Rates. The text is based on the fixed federal income tax rates, 
and thus does not reflect the recently enacted temporary surcharge 
which applies to periods falling between January 1, 1968 and June 30, 
1969. (See 203 for amplification.)
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Unincorporated Entity. Both partnerships and sole proprietorships 
are embraced by this term. (See 102.1 and 102.2.)
Working Owner. This term encompasses all owners—sole proprie­
tors, partners, and stockholders—who are actively engaged in a busi­
ness. The term includes but is not limited to "owner employees” as 
used in Sec. 401(c) which deals with self-employed retirement plans. 
Where a more specific designation is appropriate, employee-proprie­
tor, employee-partner, employee-stockholder (or officer-stockholder) 
is used.
The following abbreviations are used in the citations:
Acq. Acquiescence to Tax Court decision by the IRS.
AFTR American Federal Tax Court Reporter, in which the 
full text of tax decisions, other than those of the Tax 
Court, are published by Prentice-Hall.
BTA Board of Tax Appeals.
CB Cumulative Bulletin published by the IRS.
Cir. United States Court of Appeals.
Code Internal Revenue Code of 1954.
CT. CL Court of Claims.
DC United States District Court.
F2d Federal Reporter, Second Series, published by West 
Publishing Co.
F  Supp. Federal Supplement, published by West Publishing Co.
IBB Internal Revenue Bulletin published by the IRS.
Nonacq. Nonacquiescence to Tax Court decision by the IRS.
Reg. Treasury regulations issued under the Internal Rev­
enue Code of 1954.
Rev. Proc. Revenue Procedure.
Rev. Rul. Revenue Ruling.
Sup. C t . United States Supreme Court.
TC Tax Court.
TC Memo Tax Court Memorandum decision.
USTC U. S. Tax Cases, in which the full text of tax decisions, 
other than those of the Tax Court, are published by 
Commerce Clearing House.
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Chapter 2
Deciding Whether to Incorporate: 
Federal Income Tax Considerations
201 Genera!
From a tax viewpoint, the corporation and the unincorporated entity 
each has its own advantages and disadvantages. Determining whether, 
on balance, the tax factors dictate the use of the corporate or non­
corporate form will obviously be easier for a sole proprietorship (with 
its singular interest) than for a multimember partnership (with dif­
fering and inevitably conflicting personal interests). Rarely will all 
partners agree that incorporation is either inadvisable or advisable—at 
least not when judging from selfish points of view. However, there 
are situations in which the federal tax structure clearly favors one 
form of business over the other. Some instances are listed below.
a. An infant or expanding profitable business needs capital—the cor­
porate form is better.
b. The owners of a successful business comprise most of its “em­
ployees”—the corporate form, with liberal deferred compensation 
and fringe benefit plans, is better.
c. The owners of a multi-employee business personally need or want 
their earnings currently—a noncorporate form is better, especially 
if the business is providing the employees with minimal deferred 
compensation and fringe benefit plans.
d. The business is going through a loss era (perhaps because it was 
recently started)—a noncorporate form is better, unless the cor-
13
poration can elect to be taxed under Subchapter S. (See 204.3.)
A slight tax benefit will not justify, by itself, the incorporation of 
business. The tax law facilitates the incorporation of a business but 
deters its “unincorporation.” For example, if a business loaded with 
goodwill is incorporated tax free and then liquidated two years later, 
the “unincorporation” transaction could produce a substantial long­
term capital gain on the original amount of goodwill, although it is 
merely being restored to the original owner.1 Therefore a business 
should not be incorporated unless:
a. The objectives of the business and its owners will clearly be better 
achieved under corporate tax rules
b. There is a nontax reason (discussed in Chapter 3) which compels 
incorporation regardless of tax consequences.
The balance of this chapter will be devoted to comparisons and 
evaluations of the rates and basic rules under which unincorporated 
entities and corporations are taxed under federal tax laws.
202 Corporation and Noncorporate Tax Structures Summarized
Fundamentally, the corporate tax structure is founded on the legal 
fiction that the corporation is a separate entity from its owners (even 
from the sole shareholder), while the tax structure for unincorporated 
businesses is based on the premise that the entity and its owners 
(even a one-tenth of one per cent partner) are one taxpayer. Nec­
essarily, because of the difference in concepts—dual entity versus 
mono-entity—drastically different tax structures have been built for 
each form of doing business. In turn, each tax structure offers its own 
advantages and disadvantages.
The chain reactions are exemplified by the tax rules relating to 
liquidation of business. Because of the dual entity concept, gain or 
loss is generally recognized upon the liquidation of a corporation; the 
owners are considered to be exchanging their stock interests for 
properties of the corporation. Because of the mono-entity concept, 
gain or loss is generally not recognized on the liquidation of an un­ 1
1 See Reflections at 211 for amplification.
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incorporated entity; the liquidation is viewed as merely changing the 
form of ownership of the business properties. Thus, with respect to 
liquidations of successful businesses, the unincorporated entity is 
treated more kindly than the corporation by the tax law.
However, the corporate and noncorporate tax structures are not 
wholly consistent with their underlying concepts. In  the case of 
corporations, there are several tax rules which are inconsistent with 
the separate entity concept. For example, the income of certain cor­
porations can be passed through tax free to the shareholders.2 More­
over, a corporation is occasionally disregarded as a separate taxable 
entity if it was created and used merely as a “dummy” or “straw man” 
for the stockholders; incidentally, the Commissioner seems to have a 
better chance than the taxpayer in having the corporate entity dis­
regarded.3 However, as long as the corporation carries on a sub­
stantive business activity, the corporate entity will not be ignored 
even though it may exist solely to save personal income taxes of a 
sole stockholder.4
In the taxation of sole proprietorships and partnerships, there are 
several tax rules which are inconsistent with the mono-entity concept. 
For a sole proprietorship, the only conceivable exception seems to be 
that the investment credit may be recaptured when a sole proprietor 
converts business property to personal use. A partnership and its 
partners are treated as separate entities in several respects; for ex­
ample, the partnership and its partners may have different accounting 
periods and methods. Also, gain or loss may be recognized on transac­
tions between a partnership and its noncontrolling partners, just as if 
they were separate taxable entities.5
The basic variations in the tax structures for corporations and un­
incorporated entities and the paragraphs in which they are reviewed 
are as follows:
a. The maximum corporate tax rate (48 per cent) is substantially 
lower than the maximum individual rate (70 per cent) imposed 
on the income of an unincorporated business. (See 203.)
b. Corporate income is vulnerable to double taxation while unincor­
porated business income is only single-taxed. (See 204.)
2 See 204.3 and 204.4.
3 See State-Adams Corp., 283 F2d 395, 6 AFTR 2d 5752, 60-2 USTC ¶9768.
4 Perry R. Bass, 50 TC No. 58.
5 See Secs. 706 and 707.
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c. I t is consequential whether investments by shareholders are classi­
fied as loans or equity capital, but it is usually inconsequential how 
the owners’ investments in unincorporated businesses are classified. 
(See 205.)
d. Tax-privileged income may lose its status as such when distributed 
to shareholders, but not when distributed to owners of an unin­
corporated business. (See 206.)
e. The IRS will frequently question the reasonableness of compensa­
tion paid to employee-stockholders but will usually accept the 
propriety of compensation paid to the owners of an unincorporated 
business. (See 207.)
f. Officer-stockholders can benefit from participation in corporate de­
ferred compensation plans to the same extent as any other em­
ployee, but working owners can gain only limited benefits from 
participation in self-employed deferred compensation plans. (See
208.)
g. Officer-stockholders may participate in tax-free fringe benefits, 
but working owners of unincorporated businesses may not. (See
209.)
h. Subject to some significant exceptions, more favorable tax treat­
ment is available for the disposition or liquidation of ownership 
interests in unincorporated businesses than for stock interests in 
corporations. (See 210 and 211.)
i. For an individual who has both substantial business income and 
personal deductions, or both substantial business losses and per­
sonal income, the unincorporated form is preferable. (See 212.)
j. The corporation can provide better averaging and stabilization 
of income for working stockholders than can the unincorporated 
business for its working owners. (See 213.)
k. Partial and divisive incorporations of a business can yield tax sav­
ings, but no tax benefits can be realized by merely dividing up an 
unincorporated business. (See 214 and 215.)
l. Insofar as assuring the allowance of deductions for losses sus­
tained in “hobby businesses,” neither the corporate nor the un­
incorporated form offers any relative advantage. (See 216.)
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203  Corporate versus Individual Tax Rates6
Generally, corporations are subject to a 22 per cent (normal) tax 
on all income and a 26 per cent surtax on income in excess of 
$25,000; in other words, a 48 per cent tax is levied on all income except 
the first $25,000 which is exempt from surtax. Members of a "con­
trolled group,” however, are collectively limited to only one $25,000 
surtax exemption (divided any way they elect), unless each one 
affirmatively elects to claim a $25,000 surtax exemption.7
When multiple surtax exemptions are elected, each member of the 
group must pay a 6 per cent penalty on the first $25,000 of its taxable 
income, thereby increasing the effective rate to 28 per cent. In gen­
eral, a controlled group includes two or more corporations which 
could join in filing a consolidated return, and brother-sister corpora­
tions whose stock (measured by voting power or value) is 80 per 
cent or more owned by one individual, estate or trust. Generally, it 
is advisable to claim the multiple surtax exemptions since the extra 
surtax exemptions are worth $3,500 to two corporations and $5,000 to 
each additional one. There may be no advantage to making the 
election if:
a. The controlled group’s total income is less than $32,000.
b. There are substantial intercompany dividends. Affiliated corpora­
tions waiving multiple surtax exemptions may be entitled to a 
100 per cent (instead of 85 per cent) deduction for intercompany 
dividends attributable to post-1963 earnings.8
6 This comparison does not reflect the recently enacted temporary 10 per cent 
surcharge since its impact, relatively speaking, is slight. The surcharge increases 
the tax liability computed under existing rates at the rate of 10 per cent per 
year for any portion of a taxable year falling within the period beginning 
January 1, 1968 and ending June 30, 1969 in the case of a corporation, and 
within the period beginning April 1, 1968 and ending June 30, 1969 in the 
case of an individual. Thus, for the calendar year 1968, the surcharge was a 
full 10 per cent for corporations and only 7.5 per cent for individuals. For the 
calendar year 1969, the surcharge will be 5 per cent for all taxpayers. For fiscal 
year taxpayers, the surcharge will be pro-rated, according to the ratio of num­
ber of days falling within the surcharge period to the total number of days 
in the taxable year.
7See Secs. 1561-1563.
8 See Sec. 243.
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Unincorporated business income is added to the owner’s personal 
income (or netted against his personal deductions) and then taxed 
at graduated rates, climbing from 14 per cent on the first dollar of 
taxable income to 70 per cent on income in excess of $100,000, 
$180,000, or $200,000, depending on whether a separate, head-of- 
household, or joint return is filed. Table 1, below, compares the 
tax liabilities and rates applicable to corresponding amounts of in­
come for a corporation and the owners of an unincorporated entity.9
Table I
Taxable
Corporation
Income Tax Rate
$ 5,000 $ 1,100 22%10 12
25,000 5,500 2210 
50,000 17,500 48
100,000 41,500 48
200,000 89,500 48
400,000 185,500 48
Individual11
Joint Return Separate Return
Tax Rate Tax Rate
$ 810 19% $ 910 22%
6,020 36 8,530 50
17,060 50 22,590 60
45,180 60 55,490 70
110,980 69 125,490 70
250,980 70 265,490 70
All income in excess of $400,000 would be taxed at 48 per cent in 
the case of corporations and 70 per cent in the case of individuals.
Reflections. Clearly, except for the lowest amounts of taxable in­
come, corporations are taxed at lower rates than unincorporated 
businesses. However, tax rates cannot be considered in a vacuum in 
deciding whether or not to incorporate. The tax gap could be 
eliminated, narrowed, or widened by the other variations in the tax 
rate structures discussed in this chapter. For example, the tax gap 
would be eliminated if the corporation’s entire after-tax income 
were distributed currently; in this event, the double tax rate could 
be as much as 84.4 per cent (48 per cent, plus 70 per cent of 52 
per cent).12
9 The rates represent the top tax bracket—not average percentage of tax—ap­
plicable to the respective amounts of taxable income.
10 As previously explained, this rate may be 28 per cent if the corporation is a 
member of a controlled group.
11 The taxes and rates for head-of-household taxpayers would be in between 
those shown for joint and separate returns.
12 See 204 for elaboration.
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On the other hand, the tax gap would be widened to the extent 
that the formation of a corporation creates a separate taxable entity 
and thereby splits business income between two taxable entities. 
For example, if a sole proprietorship generating $50,000 of taxable 
income were incorporated and a reasonable salary of $25,000 were 
paid to the officer-sole stockholder, the total corporate and indi­
vidual tax (computed at joint return rates) would be only $11,570, 
whereas the corporations or the individuals tax liability would 
exceed $17,000 if the business income of $50,000 were taxed wholly 
to either one.
2 0 4  Double Taxation of Distributed Earnings
Semantics aside, business income is generally taxed twice if realized 
by a corporation and distributed to individual shareholders. While it 
may be difficult to think of the income of General Motors Corpora­
tion as being double taxed when it pays a dividend to the owner of 
ten shares of stock, the fact is that its profits from manufacturing 
automobiles, for example, will have been taxed twice—at 48 per cent 
to General Motors Corporation and (subject to a token exclusion of 
$100) at the tax rate applicable to the individual. Of course, there is 
no double tax to the extent that business income is paid to the share­
holders as reasonable compensation. Furthermore, there are corpora­
tions whose income is taxed only once—at the shareholder level.13
Table 2, below, shows what percentage of business income will 
be consumed by federal income taxes if such income is entirely taxed 
to a corporation and the balance is distributed currently to the share­
holders as an ordinary dividend, ignoring the $100 dividend exclusion.
If Shareholder’s Top Rate Is:
15%
32%
50%
60%
70%
Table 2
If Corporate Rate Is:
22% 48%
33.7% 55.8%
47.0% 64.6%
61.0% 74.0%
68.8% 79.2%
76.6% 84.4%
13 See 204.3 and 204.4.
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Moreover, a shareholder may be taxed on corporate earnings even 
though they are not paid to him directly pursuant to a formal dec­
laration of dividend. A shareholder can realize a taxable dividend 
indirectly, informally, and even disproportionately as far as the 
other shareholders are concerned. A shareholder may realize dividend 
income from the personal, nonbusiness use or consumption of cor­
porate property, or from the corporation’s payment of his personal 
expenses or debts. “Loans” to a shareholder may be considered dis­
guised dividends if the shareholder’s debt is continually increasing, 
no interest is paid and no maturity date is fixed. In fact, even an 
improper allocation of income between corporations controlled by the 
same person may be treated as if the shareholders received a dividend 
from one corporation and contributed it to the capital of the other.14 
The excessive portion of compensation paid to an employee-share­
holder may be an informal dividend. Purchase of property from the 
corporation at less than fair value, or the sale of property to the cor­
poration at more than fair value, will result in dividend income to 
the shareholder benefitting from such transactions. The numerous 
constructive dividend possibilities will be of little concern to a share­
holder who deals with his corporation and its property at arm’s length.
The double tax impact may, deliberately or fortuitously, be mini­
mized or even completely avoided. Thus, a closely held corporation 
could defer its distribution of earnings until the most opportune tax 
time from its controlling shareholder’s viewpoint arrives (e.g., when 
his income is low). Alternatively, a corporation’s accumulated earn­
ings could be converted into capital gain by the sale or redemption of 
stock, or through the liquidation of the corporation. Or, best of all, 
the second tax could be completely avoided by keeping the corpora­
tion alive until the shareholder’s death; the basis of the stock would 
then be stepped up to its value at his death, so that little or no gain 
or loss would result to the estate or heirs on the sale or other dispo­
sition of the stock.
However, to the extent that earnings are being retained for the tax 
convenience of shareholders, the corporation will be vulnerable to 
either the accumulated earnings tax or the personal holding company 
tax. Both of these penalty taxes are designed to prod the payment of 
dividends; otherwise they really have little else in common, as will 
be evident in 204.1 and 204.2.
14 Equitable Publishing Co., 356 F2d 514, 17 AFTR 2d 514, 66-1 USTC ¶9298.
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In any event, as shown in Table 3, below, the effective rate of 
tax on business income when ultimately realized by the shareholder 
of a nondividend-paying corporation will range from 61 per cent to 
76 per cent, depending on whether he disposes of his stock during 
his lifetime.
C orporate incom e tax  ra te  ( surtax 
exem ption ignored)
M axim um  accum ulated  earnings tax 
on balance  (38.5% of 52%)
T otal ra te  if  shareholder’s esta te  
sells stock
C apita l gain  tax  if shareholder sells 
stock d u ring  his lifetim e: 25% of 
e ither 52% or 32%
C om bined tax  rates
Corporation
Not Subject to
Sec. 531 Tax
Table 3
Corporation 
Subject to 
Sec. 531 Tax
48% 48%
20%15
48% 68%
13% 8%
61% 76%
Reflections. The double tax threat to corporate earnings will usually 
be the principal objection to the use of the corporate form. In fact, 
by itself, the double tax scheme should prevent the incorporation of 
any business in which the owners withdraw profits as fast as re­
alized. Incorporation is not for the “spend-as-he-eams” proprietor or 
partner.
In other words, one of the principal tax benefits (lower tax rate) 
of the corporate form is not realizable currently by the shareholder; 
realization must be deferred until he (or his estate) disposes of the 
stock. (Note that the other principal tax benefit—full participa­
tion in deferred compensation plans—is also of a deferred nature; 
see discussion at 208.) On the other hand, the deferment of tax
15 The effective rate on the first $100,000 of accumulated taxable income is only 
14.3 per cent (27.5 per cent of 52 per cent). Thus, for a year in which taxable 
income is less than $181,700, the total tax rate would be nearer 72 per cent 
than 76 per cent.
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benefits is an academic consideration so long as profits are being 
plowed back into the business. In fact, the owners of an unin­
corporated business do not realize current benefit from after-tax 
earnings which are reinvested in the business.
Moreover, all other things being equal, a growth business which 
has been experiencing arithmetic progress under an unincorporated 
form would probably grow geometrically after incorporation. It 
may very well be that at the time the corporation no longer needs 
to retain its earnings, the owners will thereupon be able to realize 
as much current income (despite the double tax on dividend dis­
tributions) as they would have been able to realize if the business 
had remained unincorporated. This conclusion may not be provable 
by arithmetic projections of earnings, but it is inconceivable that 
the earnings of International Business Machines, or any other 
meteoric growth corporation, would have reached current levels if 
its business had been conducted under the partnership form.
204.1 Accumulated Earnings Tax. If “the purpose” of a cor­
porations failure to distribute earnings is to avoid (not necessarily 
“evade”) income tax with respect to its shareholders, Sec. 531 subjects 
the corporation itself to a penalty tax at the rates of 27% per cent on 
the first $100,000 of “accumulated taxable income” and 38% per cent 
on the excess. Sec. 535 specifies the adjustments to be made to taxable 
income to arrive at accumulated taxable income. The more common 
adjustments include the following deductions:16
a. Accrued federal income taxes even though the corporation is on 
the cash basis.
b. Net long-term capital gain less the federal income tax attributable 
thereto.
c. Dividends-paid deduction, including dividends paid within two- 
and-a-half months after the year end.
d. Accumulated earnings credit; that is, the amount of earnings re­
tained for the reasonably anticipated need of the business.
16 Other deductions listed in Code Sec. 535 include unused foreign tax credits, 
and capital losses or charitable contributions which are not deductible for 
income tax purposes. On the other hand, net operating loss and dividends re­
ceived deductions are added back to taxable income to arrive at accumulated 
taxable income.
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The accumulated earnings tax is imposed on an annual, not a cumu­
lative basis. Earnings accumulated in prior years may cause the accu­
mulation for the current year to be subject to the tax, but even if 
prior year earnings were improperly accumulated they cannot in­
crease the current years tax liability. Unlike the income tax, the accu­
mulated earnings tax is not self-assessed.
Foreign and domestic personal holding corporations are exempt 
from the accumulated earnings tax, as well as corporations which are 
generally exempt from income tax. Practically, but not theoretically, 
publicly owned corporations are also exempt from the accumulated 
earnings tax. A widely held corporation has been subject to the tax, 
but it was controlled by a small number of stockholders.17 In any 
event, a corporation will not become subject to the tax until its 
accumulated earnings exceed the minimum accumulated earnings 
credit of $100,000, unless the principal or major purpose for which 
the corporation was acquired or formed was to secure such credit.18 
A corporation may offer negative and positive defenses for its failure 
to distribute dividends—that is, it can prove either that the purpose 
for retaining earnings was not to assist the shareholders to avoid in­
come tax, or that the purpose for retaining earnings was to assist the 
corporation to meet the reasonably anticipated financial needs of the 
business.
In spite of (or because of) numerous court decisions, there remains 
an uncertainty as to whether “the purpose” to avoid income tax means 
“the only purpose,” “the dominant purpose,” “a significant purpose,” or 
“a purpose.” However, the Supreme Court will presumably resolve the 
conflicting interpretations of the various federal courts when it de­
cides the Donruss Co. case.19 Naturally, a failure to distribute cor­
porate earnings will reduce the shareholder’s tax liability. Such a “tax- 
avoidance result” does provide the IRS with circumstantial evidence 
of the tax-avoidance purpose. Other circumstances which indicate an 
intent to shelter the shareholders from surtaxes include investments in 
marketable securities unrelated to the business of the corporation, a 
poor dividend history, loans to or for the benefit of stockholders, and
17 Trico Products Corp., 137 F2d 424, 31 AFTR 394, 43-2 USTC ¶9540.
18 The credit is allowable under Sec. 535(c) and deniable under Secs. 269 and 
1551.
Donruss Co., 384 F2d 292, 20 AFTR 2d 5505, 67-2 USTC ¶9659, certiorari 
granted in 1968.
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especially accumulations of earnings beyond the reasonable needs of 
the business. Of course, contrary circumstances (e.g., no tax savings 
to the shareholders, good dividend record, and so forth) tend to prove 
that the motive for retaining earnings was not to save taxes for the 
shareholders.
Taxpayers have been able to convince courts that even an unreason­
able accumulation of earnings was not tax-avoidance motivated. A 
district court found that a “fantastically” unreasonable accumulation 
of earnings by a corporation controlled by an aged stockholder who 
almost had been ruined during the 1929 depression was motivated 
by his obsessive but honest conviction that he must retain a financial 
cushion for the years of depression which he believed were certain to 
recur, rather than by a tax-avoidance purpose; and concluded that 
the corporation was not subject to the tax.20 Also, the failure to dis­
tribute unneeded earnings has been excused where it was due to a 
mistake of law such as legal advice that payment would be illegal,21 
or mistake of fact such as an erroneous belief that all earnings had 
been distributed.22
However, in the final analysis, the best defense against the tax is 
the accumulated earnings credit. Mathematically, if business needs 
justify the retention of all of a corporation s earnings, there can be no 
accumulated earnings tax; the credit (deduction) for reasonable busi­
ness needs would reduce accumulated taxable income to zero.23 Theo­
retically, it is apparently conceivable that an accumulation of earnings 
can be justified by business needs and yet be motivated by “the” tax 
avoidance purpose and therefore be subject to tax.24
Moreover, if the reasonable business needs defense is properly 
asserted in a Tax Court proceeding, the Commissioner must then 
prove that the corporation has unreasonably accumulated earnings. 
(Ordinarily, the taxpayer has the burden of proving that the Com­
missioner is wrong, whatever the issue is; and this will remain true of 
the “ultimate issue,” i.e., whether or not the purpose for the failure 
to pay dividends was to avoid tax to the shareholders.) To shift the 
burden on reasonable business needs, a corporation should submit 
a statement of grounds (together with facts sufficient to show the
20 T.C. Heyward & Co., D.C., N.C., 18 AFTR 2d 5775, 66-2 USTC ¶9667.
21 Atwater & Co., Inc., 10 TC 218, acq.
22 Corporate Investments Co., 40 BTA 1156, nonacq.
23 See John P. Scripps Newspapers, 44 TC 453.
24 See Shaw-Walker Co., 390 F2d 205, 21 AFTR 2d 655, 68-1 USTC ¶9211.
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basis thereof) which will establish that all or any part of its earnings 
are reasonably needed for the business. The rules for submitting such 
statements are laid down in Sec. 534.
The computation of earnings needed for business operations is a 
factual matter—which the company’s financial officers and accountants 
are probably better qualified to truly determine than the IRS or the 
courts. Each case will vary, but computations should be made in 
light of the following well-established rules. A corporation has a 
right to self-finance its reasonable business needs with accumulations 
of earnings, and does not have to resort to borrowings. Plans for ex­
pansions, plant modernization, and so forth, must be reasonably 
definite and specific; abandonment of such plans will not be fatal. 
Recording vague and indefinite plans in corporate minutes will be 
of little value, especially if they are abandoned subsequently. A cor­
poration has a right to accumulate working capital needed for a full 
operating cycle, but not for a full year.25 Accumulations to redeem 
stock of a majority stockholder will invite the imposition of the tax, 
but accumulations for other redemptions may be acceptable. Accu­
mulations to retire long-term indebtedness, such as bonds and mort­
gages are justified; but accumulations to meet liabilities for which 
the trade customarily employs borrowed capital may be considered 
unreasonable. Investments in securities of unrelated businesses and 
loans to stockholders are not only unjustified, but also are proof that 
earnings have already been unreasonably accumulated. Investments 
in and loans to an operating subsidiary are justified. To the extent 
accumulated earnings have been translated into fixed assets, thus im­
pairing the ability to pay dividends, the tax is not assessable.
Reflections. The accumulated earnings tax, by itself, should not deter 
the incorporation of a business. In general, the effective rate of the 
tax is about 14 per cent on the first $100,000 of taxable income and 
20 per cent on the excess; that is, 27½ per cent and 38½ per cent of 
the 52 per cent of profits remaining after the 48 per cent federal 
income tax. Thus, the combined income and accumulated earnings 
tax rates will not exceed 68 per cent (48 per cent +  20 per cent) 
which is still less than the 70 per cent top tax bracket for indi­
viduals.26 Certainly, if the owners of an unincorporated entity are
25 The one-operating cycle approach is relatively new; see cases such as Bardahl 
International Corp., TC Memo 1966-182, and Apollo Industries, Inc., 358 F2d 
867, 17 AFTR 2d 518, 66-1 USTC ¶9294.
26 See tabulation at 204.1.
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plowing earnings back into the business for growth reasons and 
expect to continue to do so indefinitely, the accumulated earnings 
tax should be ignored in deciding whether to incorporate.
The accumulated earnings tax is one of the tax reasons given in
205.2 for thinly capitalizing a corporation. Furthermore, only the 
minimum amounts of liquid assets (such as cash and marketable 
securities) should be contributed as capital. Although the statute 
speaks of unreasonably accumulated earnings, contributed capital 
is taken into consideration in determining if the retention of earn­
ings is justified. Thus, a corporation is penalized for excessive capi­
talization and rewarded for inadequate capitalization.
example. Excorp is organized with paid-in capital of $100,000 while 
Zeecorp is organized with paid-in capital of $500,000. Both cor­
porations require $600,000 of capital for business needs. Excorp will 
not become liable for the tax until it accumulates $500,000 of earn­
ings while Zeecorp will become vulnerable after it accumulates 
$100,000. Furthermore, Zeecorp will be especially vulnerable if its 
original capital contribution consisted of $400,000 of marketable 
securities which were unrelated to its business activity.
204.2 Personal Holding Company Tax.27 A very closely con­
trolled corporation which derives its income principally from passively 
collecting income from investments, rather than from the active con­
duct of a trade or business, may be classified as a personal holding 
company. In such case, a flat tax of 70 per cent will be imposed on 
all of its undistributed earnings for a given year, even such portion 
as it may have justifiably retained for business needs. The determina­
tion of whether a corporation is subject to this tax and the compu­
tation of undistributed personal holding company income are made 
under objective and arbitrary rules. Essentially, the corporations sub­
ject to this tax are closely held investment companies which meet 
both of the following requirements:
a. Sometime during the last half of the corporation's taxable year, 
more than 50 per cent in value of its stock is owned (directly, 
indirectly or constructively) by or for five or less individuals. *
27 See Secs. 541-547, for rules relating to the ordinary personal holding company. 
See Secs. 551-558, for rules relating to the foreign personal holding company 
which is briefly covered at the end of this subsection.
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b. At least 60 per cent of its “adjusted ordinary gross income” is
“personal holding company income.”
“Personal holding company income” includes dividends, interest, 
rents and royalties (under certain conditions), income from certain 
personal service contracts, and income from estates and trusts. “Ad­
justed ordinary gross income” is gross income less depreciation and 
other deductions attributable to rental and mineral royalty income. 
Capital gains and gains so taxed under Sec. 1231 are expressly ex­
cluded from both terms.
The principal adjustments made to taxable income to arrive at 
undistributed personal holding company income include:
a. Adding back the dividends-received deduction.
b. Deducting federal income taxes, usually under the accrual method; 
net long-term capital gain, less the tax attributable to it; and 
dividends paid. (Note that no deduction equivalent to the accu­
mulated earnings credit is allowable for earnings retained for 
reasonable business.)
The corporations exempt from the personal holding company tax 
include corporations exempt from income tax, corporations actively 
engaged in the money lending business (such as banks), and foreign 
personal holding companies.
If five or less U.S. citizens and residents directly or constructively 
control an investment kind of corporation organized in a foreign 
country, the chances are that they own stock in a foreign personal 
holding company. Such a company is basically treated as a partnership; 
its income is includable in the stockholder's taxable income whether 
or not distributed to him.28
Reflections. Generally, a business should not incorporate if its stock 
ownership and sources of gross income are such that it would be 
classified as a personal holding company, or could become so classi­
fied with conceivable changes in stock ownership or makeup of 
income. An incorporated personal holding company must pay more 
current taxes on the same income (including its income tax and the
28 A foreign corporation which is controlled by nonresident aliens or foreign 
entities may be taxed as an ordinary personal holding corporation if any of its 
stock is owned by residents or citizens of the U.S. See Sec. 542(c) (7).
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70 per cent penalty tax) than the owners of an “unincorporated 
personal holding company” must pay.
A business corporation with relatively minor investment income 
could fall into the personal holding company classification if its 
gross profit from business activities declines sharply, since adjusted 
ordinary gross income rather than adjusted ordinary gross receipts 
is used as the denominator in the income test. For example, a 
corporation realizing only $100 of gross profit on sales would meet 
the income test if its dividend and interest income were $150 or 
more—even though its gross receipts were $100,000,000.
When it is anticipated that gross profit from an active business 
will be less than 40 per cent of adjusted ordinary gross income but 
that “personal holding company gross receipts” will be less than 20 
per cent of gross receipts, the corporation can avoid the personal 
holding company status by making a Subchapter S election. In 
other words, because gross income is used to determine vulnera­
bility to personal holding company status while gross receipts is 
used to measure eligibility for Subchapter S treatment, the same 
corporation can fall into both classifications for the same year.
204.3 Subchapter S Exception.29 Corporations which are taxed 
under “Subchapter S” are taxed under rules which are more like those 
applicable to unincorporated entities than to corporations.
In essence, Subchapter S exempts the corporation itself from taxes 
on almost all income and undistributed income in exchange for the 
shareholder's agreement to be taxed on the corporation's income 
whether or not distributed to him. 2930 Thus the corporate income can 
be withdrawn by the shareholders without double taxation. Except 
for long-term capital gains, corporate income is taxed as ordinary 
income to the shareholders; the long-term capital gains will generally 
be taxed as such to the shareholders, although there are several limi­
tations on the pass-through of capital gains. Also, subject to limitations 
determined with reference to investments (capital and loans) and
29 “Subchapter S” is tax shorthand for Secs. 1371-1378 which are grouped under 
Subchapter S under Chapter 1, Subtitle A of the Code.
30 Sec. 1378 does levy a tax with respect to net long-term capital gains which 
exceed $25,000 in a given year, but only under limited circumstances. This 
provision is designed to prevent the “one-shot” use of Subchapter S to avoid 
tax on an extraordinary amount of long-term capital gain such as might be 
realized on liquidating sales.
28
holding period of stock, the stockholders can personally deduct their 
share of an operating loss sustained by the corporation.
A Subchapter S election eliminates or minimizes certain disad­
vantages of the corporate tax structure, including the double taxation 
of income, the loss of preferential tax treatment for capital gains dis­
tributed to shareholders, the inability of shareholders to deduct losses 
sustained by the corporation, the necessity to prove compensation paid 
to shareholders is not excessive,31 and the need to establish that stock­
holder loans are not really equity capital.32
Moreover, despite the partnership-like treatment, the employee- 
stockholder can participate in deferred compensation plans and 
fringe benefits like any other employee—a privilege sharply limited 
in cases of working owners of unincorporated entities. In fact, the 
ability to participate in deferred compensation plans without sustain­
ing the disadvantages (particularly double taxation) of the corporate 
tax structure, has induced some unincorporated entities to incorporate 
and to promptly elect not to be taxed as a corporation.33
To qualify for Subchapter S treatment, a corporation must meet all 
of the following requirements:
a. I t must be a domestic corporation.
b. It cannot be a member of an affiliated group, as defined in Code 
Sec. 1564 for consolidated return purposes. However, a Subchapter 
S corporation may own subsidiaries which have never done busi­
ness.
c. Its stock and stockholders are subject to the following limitations:
(i) There must be only one class of stock. As to the danger of 
stockholder loans constituting a second class of stock, see the 
discussion at 205.2.
(ii) There cannot be more than ten shareholders. Stock held 
jointly by husband and wife may be considered as owned by 
one person; otherwise there are no attribution rules whereby 
shares owned by several persons (even a father and a minor
31 However, it may be necessary to prove that the salary paid to a stockholder of 
a family owned corporation is not excessively low. See 207.
32 But it may be necessary to prove that stockholders’ loans do not constitute a 
second class of stock. See 205.2.
33 In Rev. Rul. 66-218, CB 1966-2, 120, the IRS ruled that nothing prevents 
a Subchapter S corporation from adopting a qualified profit-sharing plan 
which benefits working shareholders.
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child) can be deemed to be owned by one person.
(iii) All shareholders must be individuals, guardians for indi­
viduals, or estates of deceased or incompetent individuals. 
Trusts, partnerships and corporations cannot be shareholders 
of a Subchapter S corporation. The regulations assert that 
voting trusts bar Subchapter S elections.34
(iv) All shareholders must be residents or citizens of the United 
States.
d. Both of the following gross receipts requirements must be satisfied:
(i) The corporation must derive at least 20 per cent of its gross 
receipts from sources within the United States.
(ii) At least 80 per cent of the corporations gross receipts must 
be derived from the active conduct of a trade or business; 
in other words, no more than 20 per cent of its gross re­
ceipts may consist of royalties, rents, dividends, interests, 
annuities and gains from sales and exchanges of securities.
e. The following election-consent rules must be complied with:
(i) The corporation must file the election on Form 2553 either 
during the first month of the applicable taxable year or in 
the last month of the preceding taxable year. No extensions of 
time will be granted for filing the election. For a new cor­
poration, a premature election may be as bad as a belated 
one; that is, an election is invalid if filed before the cor­
poration is formally organized.35
(ii) All shareholders must consent to the election in the manner 
prescribed in Reg. Sec. 1-1372-3. Extensions of time for 
consents are obtainable, for good cause.
An election to be taxed as a Subchapter S corporation may be re­
voked voluntarily within the first month of the year for which the 
revocation is to be effective. The election may be involuntarily re­
voked because a new shareholder fails to file a timely consent (within 
thirty days after his acquisition of the stock), or because of a failure 
to continue satisfying one of the above-listed requirements with re- 
34 However, Reg. Sec. 1.1371-1(c) which so holds was held invalid in A&N 
Furniture and Appliance Co., 271 F Supp. 40, 19 AFTR 2d 1487, 67-1 
USTC ¶9434.
33 J. W. Frentz, 375 F2d 662, 19 AFTR 2d 1194, 67-1 USTC ¶9363. Reg. Sec. 
1.1372-2(b) provides a special definition of the “first month” of the taxable 
year of a new corporation for election-filing purposes.
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spect to stock or gross receipts. (See Reg. Sec. 1.1372-4 for explana­
tions and exemplifications of the rules relating to the termination of 
an election.)
Reflections. Eligibility to elect Subchapter S treatment will make the 
corporate form more attractive to those individuals who want to 
withdraw earnings currently, especially if it will be practical to 
institute compensation plans and fringe benefits for employees, 
including employee-owners.
However, Subchapter S has its limitations. For example, exempt 
income, including “percentage depletion income” and life insurance 
proceeds, may become taxable income when distributed to the 
shareholders, just as in the case of an ordinary corporation. (See 
the discussion of tax privileged income in 206.) Also, a Subchapter 
S corporation remains subject to the corporate tax rules, such as 
those relating to stock redemptions and liquidations. Nevertheless, 
properly handled, Subchapter S provides an excellent tax-planning 
tool for closely held businesses.
204.4 Other Corporations Not Double Taxed. Subchapter S 
corporations are not the only ones which can avoid tax on their in­
come by having it taxed to the shareholders. Certain other corpora­
tions, subject to meeting specifications, are allowed to deduct amounts 
actually or constructively paid to shareholders. These corporations, 
which are “mutual” or “cooperative” in character, include the fol­
lowing:
a. Cooperatives, which are allowed to exclude from income patronage 
dividends allocated to members. (See Secs. 521 and 1385.)
b. Regulated investment companies, which are not taxed on income 
actually or constructively distributed to shareholders, provided 
such distributions equal at least 90 per cent of “investment com­
pany taxable income.” (See Secs. 851-855.)
c. Real estate investment “trusts” (which are otherwise taxable as 
corporations) can qualify as a nontaxable conduit by distributing 
90 per cent of their “real estate trust taxable income” for a year. 
(See Secs. 856-858.)
d. Mutual savings banks, cooperative banks, and domestic building 
and loan associations are treated as nontaxable conduits to the 
extent that they can deduct dividends interest paid or credited to 
the accounts of depositors. (See Sec. 591.)
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205  Owners’ Investments: Loans or Equity Capital?36
Insofar as tax treatment is concerned, there is little need to dis­
tinguish between loans and capital contributions in the cases of 
investments in unincorporated businesses. The classification of invest­
ments in sole proprietorships and partnerships cannot affect their tax 
liabilities since they are treated as nontaxable conduits for business 
income. Furthermore, there appear to be only two situations in which 
the tax liabilities of the owners of an unincorporated business may be 
affected by the classification of their investments. First, to the extent 
a partner’s share of the firm’s operating loss exceeds the tax basis of 
his interest, his deduction must be deferred. Thus, since a loan is not 
part of the tax basis of a partnership interest, it can be advantageous 
to classify a partner’s investments as a capital contribution.37 Second, 
in general, profit sharing percentages in a family partnership must 
be proportionate to capital contributions.38 Therefore, when a prin­
cipal partner wants to shift taxable income to other members of his 
family, it may be advisable to classify part of his investment as a loan.
On the other hand, the classification of a shareholder’s investment 
in a corporation will usually have significant tax consequences to both. 
Almost invariably, it will be better for both the corporation and the 
shareholder to describe investments as loans. Consequently, there is 
a natural tendency for taxpayers to designate most of the shareholder’s 
investments as loans, and for the IRS to insist that purported loans 
bearing the stigmas of capital contributions be treated as equity capi­
tal. In close corporations, it should be expected that all shareholders’ 
loans will be scrutinized with suspicion by the IRS. In 205.1 the 
criteria used in determining whether purported loans should be re­
classified as capital contributions will be reviewed; in 205.2 the pos­
sible adverse tax consequences of such reclassifications will be ex­
plained.
205.1 Criteria for Classification. Despite (or perhaps because 
of) the tremendous amount of litigation over whether investments by 
stockholders should be classified as loans or capital contributions, no
36 In this discussion “investments” in a business will include loans by a stock­
holder as well as his contributions to capital. When appropriate, “loans” in­
clude “purported loans” which may be reclassified as capital contributions.
37 See Secs. 704(d) and 705.
38 See Sec. 704(e).
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“litmus test” for resolving this vexing question has been developed by 
the Congress, the courts, or the IRS. In fact, court opinions often con­
sist of a terse statement to this effect: “Considering all the facts, 
circumstances, and criteria listed above, the loans are held to be—.” 
Such opinions suggest that the sense used by the court in reaching 
its decision was that of smell, and probably necessarily so.
Of course, to be treated as a loan for tax purposes, advances by a 
shareholder should be a loan in substance (economic reality) as well 
as in form. The numerous criteria which have been considered of 
some significance in the determination of whether a purported loan 
should be treated as such for tax purposes are briefly reviewed below.39 
Rarely will any single criterion be considered controlling, and some 
overlap each other.
a. Nomenclature. The investment should be labelled “loan.” Avoid 
terminology such as “capital notes.”
b. Initial intention. Intention will be gleaned from all the facts. A 
formal note or debenture issued to the shareholder is the best 
evidence of the initial intention to create debt. Investments origi­
nally intended to be capital contributions can rarely be converted 
tax free to debt by later action, whereas original debt can always 
be converted tax free to capital contribution.
c. Identity of lender. Loans by relatives of stockholders and even 
bank loans guaranteed by stockholders, as well as loans directly 
made by stockholders, may be treated as capital contributions.
d. Proportionate loans. If shareholder loans are proportionate to stock 
interests, there is a strong aroma of equity capital.
e. Subordination. A subordination of principal and interest payments 
to claims of other creditors is indicative of a capital contribution.
f . Actions. The actions of the creditor-stockholders may speak louder 
than the words of the loan agreement. For example, a fixed ma­
turity date and interest rate will be disregarded if the loan is
39 The more important recent court decisions on this subject include:
Fin Hay Realty Co., 22 AFTR 2d 5004, 68-2 USTC ¶9170 
Foresun Inc., 348 F2d 1006, 16 AFTR 2d 5282, 65-2 USTC ¶9572 
Murphy Logging Co., 378 F2d 222, 19 AFTR 2d 1623, 67-1 USTC ¶9461 
Nassau Lens Co. Inc., 308 F2d 39, 10 AFTR 2d 5581, 62-2 USTC ¶9723.
Also see Rev. RuL 68-54, IRB 1968-6,7.
33
renewed continually and defaults in interest payments are waived 
regularly.
g. Debt-equity ratio. Once upon a time it was thought that the debt- 
equity ratio could be used to resolve debt-equity disputes. For 
example, if the debt-equity ratio was less than 4 to 1, the debt 
would be recognized as such. However, it is clear now that no 
debt-equity ratio (whether 1 to 1 or 100 to 1) will assure victory 
either for the taxpayer or the IRS. While court decisions still allude 
to the ratio, it frequently seems to be merely a prop for a con­
clusion otherwise reached. (Note that in computing the ratio, the 
fair market values of assets—including goodwill—should be used, 
not book values or tax bases.)
h. Inception of business. A debt incurred in connection with the 
acquisition of essential operating assets when the corporation is 
organized is more apt to be classified as a contribution to capital 
than a subsequent loan. (See also 404.)
i. Ability and obligation to repay. If the ability and/or obligation to 
repay is dependent on earnings, the loan looks like a capital con­
tribution (risky).
j. Fixed maturity date. This indicates debt. Indefinite and condi­
tional maturity dates are indicative of equity capital. A short-term 
loan is more characteristic of debt than of equity capital, espe­
cially one made to meet a temporary need for funds.
k. Sinking-fund provisions. A provision requiring that funds be set 
aside to fund the debt by its maturity date is characteristic of 
loans.
l. Fixed interest rate. This indicates debt. Nevertheless, contingent 
interest in a limited amount determined under a fixed formula, by 
itself, will not require a loan to be classified as a capital contri­
bution.
m. Default in interest. Arm’s-length loans usually provide that the 
maturity date be automatically accelerated when interest is not 
paid within a reasonable period.
n. Management participation. When the lenders acquire rights to 
participate in management even while the debt is not in default, 
there is a characteristic of capital investment present.
o. Dividend history. Irrelevant as it may seem, a bad dividend rec-
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ord will be alluded to in decisions which hold loans to be capital 
contributions.
205.2 Adverse Consequences of Reclassification of Loans.40 
The adverse consequences of reclassification of stockholders’ loans 
are proliferating. In addition to such well-established adversities as 
disallowance of interest deductions, a reclassification of a loan can 
have such relatively new consequences as jeopardizing Subchapter S 
elections and forfeiting exemptions of gains on liquidating sales of 
properties. It would be rash to assume that the adverse consequences 
listed below are all-inclusive, extensive as they may seem. The list 
can best be supplemented with the advice that in determining the 
tax treatment of any proposed transaction involving a corporation to 
which stockholders have directly or indirectly loaned money, one 
should consider how the conclusions reached would be affected if 
the loans were classified as capital contributions. The list includes 
suggestions for minimizing or avoiding each detrimental consequence.
Denial of interest deduction. If a loan is treated as a capital con­
tribution, the purported interest payments will be considered nonde­
ductible dividends. However, the double tax result will usually leave 
the corporation and the stockholder in no worse position than if a 
dividend had been paid outright in an amount equal to the interest 
payment.
Treatment of principal payments. If the loan is reclassified, the 
repayments will constitute ordinary dividend income to the share­
holder, limited by the amount of accumulated earnings and profits of 
the corporation. A lump sum repayment could result in a substantial 
tax liability to the shareholder. To protect against this, the loan could 
be amortized over a period of years. Spreading the repayments could 
probably average the dividend income more effectively than the in­
come averaging provisions of Secs. 1301-1305 would. Moreover, once 
it becomes apparent that the repayments will be treated as dividends, 
the unpaid installments can be contributed to the corporation as cap­
ital. Conceivably, the repayments may qualify for capital gain treat- 
40 The advantages of having stockholders’ investments treated as loans rather 
than capital contributions are inferable from the list of adverse consequences 
of reclassification.
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ment if the provisions of Secs. 302 or 346 (relating to redemptions 
of stock and partial liquidations) are satisfied.
Bad debt or capital loss. If a corporation issues a note or other 
written evidence of its obligation to repay a loan, reclassification of 
the loan would be inconsequential. Generally, any gain or loss attribu­
table to a written indebtedness of a corporation will be taxable or 
deductible as a capital gain or loss, to both corporate and noncor­
porate lenders.41 Such capital gain or loss treatment is the same as 
that generally accorded gains or losses on stock investments.
It is true that ordinary gain or loss may arise from evidences of 
indebtedness which are held primarily for sale to customers42 or are 
acquired incident to the conduct of a trade or business (e.g., to get 
or keep the borrower as a supplier or customer),43 or held by a 
“parent” corporation under certain circumstances.44 However, since 
the foregoing exceptions to capital treatment are equally applicable 
to gains or losses on stock acquired or held for similar reasons, it usu­
ally would be inconsequential how the evidence of indebtedness is 
classified.
On the other hand, the reclassification of open account advances 
will adversely affect the tax treatment of related losses. In the case of 
a noncorporate lender, reclassification will usually convert a short­
term capital loss (or possibly an ordinary loss) on a bad debt45 to a 
long-term capital loss on stock.
With respect to open account advances by a corporation, reclassifi­
cation can have several adverse consequences. Where the borrower 
and lender are not affiliated corporations, reclassification means the 
lender must take any loss as a capital loss instead of as an ordinary 
bad debt. Where the lender owned 80 per cent or more of the bor­
rower’s stock, reclassification could convert an ordinary loss deduction 
into a nondeductible loss. This would happen if the borrowing sub­
sidiary were liquidated tax free under Sec. 332; then losses on the 
capital investment in the subsidiary are not recognized, but inter­
company bad debt losses sustained simultaneously are allowable as
41 Sec. 1232.
42 Sec. 1221(1).
43 Rev. Rul. 58-40, CB 1958-1, 275
44 See Sec. 165(g)(3).
45 Unless a noncorporate taxpayer can establish that the loan was a business 
loan, any resultant loss will be regarded as a nonbusiness bad debt, deductible 
only as a short-term capital loss. See Reg. Sec. 1.166-5.
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ordinary deductions. If the subsidiary is sold rather than liquidated, 
reclassification would convert an ordinary loss into a capital loss 
rather than into a nonrecognized loss.
Reduction of basis of property. If the debt arose from the sale of 
appreciated property to the corporation by a stockholder, the classi­
fication of the sale as a capital contribution will mean that the prop­
erty will retain the shareholder’s tax basis, thus preventing a step up 
in the corporations tax basis for the property. (See 404.)
Jeopardizing Subchapter S election. If shareholder loans are really 
equity capital, they may be regarded as a second class of stock and 
terminate a Subchapter S election. Reg. Sec. 1.1371-1(g) does specify 
that purported debt which actually represents equity capital will not 
generally constitute a second class of stock if owed solely to stock­
holders in substantially the same proportion as they own the actual 
stock. Conforming stockholders’ loans to this pro rata requirement has 
its pitfalls, however. It stigmatizes the loan with a strong indicia of 
equity capital, a stigma which might be regretted if the Subchapter S 
election were subsequently terminated. Moreover, repayments of some 
loans or changes in stock ownership may upset the proportionality of 
the debt, so that the Subchapter S election might be inadvertently and 
unknowingly Jeopardized.
If a to-be-organized corporation can and will immediately elect 
Subchapter S treatment, this consequence is readily avoidable. All 
investments by the shareholders should be classified as capital con­
tributions. So long as the Subchapter S election remains in effect, 
there will be no tax advantage to the loan treatment of investments. 
Before the year for which the election will be voluntarily revoked, 
loans can be repaid and/or capital returned without tax consequences 
unless it has accumulated some tax-exempt income. Since the cor­
poration will have been operating under Subchapter S from its in­
ception, it would have only tax-paid accumulated earnings. Even if 
such corporation’s Subchapter S election is involuntarily and unex­
pectedly revoked, a return of all unneeded investments (particularly 
loans) to the shareholders within the year of revocation would limit 
the amount of ordinary dividend to that year’s accumulated earnings 
plus tax-exempt income accumulated in prior years.
Forfeiting Sec. 337 benefits. In general, gain realized on sales made 
after a plan of liquidation is adopted will not be taxable, provided the 
corporation distributes to its shareholders within 12 months after the
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adoption of the plan all assets except those retained to meet claims 
of creditors. While a liquidating corporation can retain assets indefi­
nitely to repay debts owed to its stockholders, it must repay all capi­
tal contributions within the 12-month period. Thus, if a stockholder’s 
purported loan remains unpaid and is reclassified as a capital con­
tribution, an unwary corporation will forfeit the benefits provided in 
Sec. 337.46 This tax trap can be avoided simply by paying everything 
owed to stockholders, however designated, within the 12-month 
period.
Accumulated earnings tax. Earnings accumulated to repay true 
stockholders’ loans will not be subject to the accumulated earnings 
tax; thus, reclassification of the loans may increase the corporation’s 
potential liability for such tax. However, unless the corporation would 
have repaid the purported loans even though the repayments would 
have constituted dividends, the reclassification will leave no one any 
worse off than if the loans initially had been called equity capital.
Reflections. Although far more troublesome under the corporate 
form than under the noncorporate forms, the debt-capital issue 
should not affect a decision on whether or not to incorporate. 
Furthermore, the IRS’s power to second guess on corporate capital 
structure should not discourage the stockholders from casting part 
of their advances as loans. The corporate tax scheme encourages 
undercapitalization of corporations, except for the lure of ordinary 
loss provided by Sec. 1244 stock.47 Moreover, as already indicated, 
the adverse consequences of reclassification may be minimized, 
limited, or avoided. In any event, when designing the capital struc­
ture, remember that amounts initially labelled equity capital rarely 
can be converted into loans free of tax but that amounts initially 
called loans can be freely converted into equity capital.
206  Tax-Privileged Income
For one reason or another, the tax law treats certain items of in­
come more favorably (or less unfavorably) than others. The various 
items of tax-privileged income may be classified as (a) tax-exempt
46 John Town, Inc., 46 TC 107, aff’d 7 Cir, 19 AFTR 2d 1389, 67-1 USTC ¶9462.
47 See 505.5.
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income, (b) long-term capital gains and (c) percentage depletion 
“income.” When passed through an unincorporated entity to its 
owners, such classes of income retain all of their privileged status. 
When received by a corporation, these classes are given favored tax 
treatment only at the corporate level; thereupon they become com­
mingled with ordinary earnings and profits and lose their separate 
identity. Thus, incorporation could mean the loss of tax privileges to 
the owners of the business.
Tax-Exempt Income. This class includes interest on state, local, 
and a few United States obligations;48 and may include the profit on 
life insurance policies on key personnel.49 The corporate entity pays 
little or no tax on such items of income. But, when such income is 
paid out as a dividend, the distribution will be considered ordinary 
income, return of capital, or capital gain to the shareholder. The 
treatment depends on the corporation’s accumulated earnings and 
profits and the tax basis of the stock.50
If the shareholder were to sell or redeem his stock before receiving 
any dividends, he would be taxed at the capital gain rate (ordinary 
income rates if the stock is a noncapital asset) on the tax-exempt in­
come reflected in the value of the stock. Such income would escape 
tax only if the shareholder held the stock until his death without 
receiving any dividend from the corporation; since the basis of the 
stock would be stepped up to its at-death value (which would reflect 
the tax-exempt income accumulated by the corporation), there would 
be no capital gain. However, the tax-exempt income could still give 
rise to ordinary dividend income to a successor shareholder.
Capital Gains. In addition to gains from sales or exchanges of 
securities and other capital assets, income or gains flowing from the 
following properties may qualify for long-term capital gain treatment: 
land and depreciable property used in the business, livestock, un­
harvested crops, timber, coal, and iron ore.51 When realized by an 
unincorporated business, long-term capital gains are taxable at a 
maximum effective rate of 25 per cent. The effective rate could be 
less for an individual since he is taxed on only one half of his capital 
gain at not more than a 50 per cent rate. For example, if an individual
48 Sec. 103.
49 Sec. 101.
50 See Sec. 301 and the related regulations, 
51 See Secs. 1221 and 1231.
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is in a 36 per cent tax bracket, his effective rate will be only 18 per 
cent (36 per cent of 50 per cent of the gain).
When realized by a corporation, long-term capital gains will usu­
ally be taxed at the full 25 per cent rate (22 per cent if its taxable 
income is below $25,000). Moreover, when distributed, the capital 
gains will constitute ordinary dividends, a return of capital, or a sec­
ond capital gain to the shareholder. See the above discussion with 
respect to tax-exempt income.
Percentage Depletion Income. Sec. 613 permits the owner of eco­
nomic interests in oil, gas and natural deposits to deduct a fixed per­
centage of its annual income from the property, even after the cost 
basis of the property is fully recovered in the form of depletion de­
ductions. Since the tax basis of the property is never converted to a 
negative basis on account of percentage depletion deductions in ex­
cess of cost, such deductions are equivalent to tax-exempt income. The 
above comments with respect to exempt income are equally applicable 
to “exempt percentage depletion income.”
Reflections. For a business regularly realizing substantial amounts of 
tax-privileged income, incorporation is generally inadvisable. In the 
event it is decided to incorporate such a business, the owners should 
consider retaining the properties generating the tax-privileged in­
come.
Where it is necessary to contribute the value of appreciated capi­
tal assets to the capital of the corporation, the incorporators should 
consider the feasibility of selling and reacquiring the assets before 
incorporation. The assets with their stepped-up tax basis can then 
be transferred to the corporation. This will assure that the pre­
incorporation appreciation will be subject to only capital gain tax.
Two notes of caution. First, the sale-and-repurchase transactions 
must be bona fide. This is easily accomplished where the appreci­
ated assets are marketable securities. (Sec. 1091 specifically dis­
allows loss sustained on the sales and repurchases of substantially 
identical securities occurring within a thirty-day period, but there 
is no authority barring recognition of gain on “wash sales.” ) How­
ever, convincing the IRS that a sale and repurchase of plant and 
equipment are independent transactions will not be easy.
Second, the capital gain tax payable on the sale will decrease the 
amount available for reinvestment. Thus, the suggestion would not 
be practical for land which is expected to become a permanent 
asset of the business and which will generate no tax deductions.
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However, the suggestion would be useful for assets which will be 
quickly disposed of by the corporation, or for any assets where the 
owners of the business had unused capital loss carryovers.
In one respect, a corporation enjoys a tax privilege (though tem­
porary) which is practically unavailable to unincorporated busi­
nesses. Dividends received are substantially (usually 85 per cent) 
tax-exempt to a corporation, but only partially (no more than $100 
per person) exempt to the owners of an unincorporated business.”  
Thus, a corporation will generally have to pay a tax of no more than
7.2 per cent (48 per cent of 15 per cent) on dividends received. 
True, the remaining 92.8 per cent may again be taxed when dis­
tributed to the shareholders, but in the interval the tax deferral 
could be a valuable source of working capital.
207 Reasonable Compensation
Under the corporate form, the amount of compensation paid to 
each employee-stockholder serves to reduce the corporation’s tax lia­
bility and to affect the allocation of earnings among the shareholders. 
Under the partnership form, the amount of compensation paid to 
each partner affects only the allocation of distributable profits, the 
partnership being a nontaxable entity. Compensation paid by a sole 
proprietorship affects nothing. Consequently, the IRS scrutinizes com­
pensation paid to employee-stockholders, rarely questions partners’ 
compensation, and ignores compensation paid to sole proprietors.
Excessive compensation. Ordinarily, the IRS is concerned with 
whether the compensation paid to working stockholders (or their non­
working relatives) is excessive. Salaries paid by a corporation may be 
disallowed in whole or part on one or more of the following grounds:
a. The salaries were not “ordinary and necessary” business expenses. 
For example, compensation paid to employees for services ren­
dered in the construction of a building must be capitalized.52 3
b. The compensation was not for services actually rendered to the 
corporation itself. Thus, compensation paid for services to the 
predecessor’s unincorporated entity are probably not deductible.54
52 Compare Secs. 243 and 116.
53 Acer Realty Co., 132 F2d 512, 30 AFTR 630, 43-1 USTC ¶9213.
54 See 603.
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Also, “compensation” paid to a vendor of a business for “consulting 
services,” which is truly a disguise for part of the purchase price 
of the business, would not be deductible.55
c. The amounts paid were not reasonable. Generally, this ground 
overlaps the preceding one, since excessive compensation will be 
paid for reasons (e.g., as a disguised dividend) other than services 
rendered. Usually, the salaries whose reasonableness is questioned 
are substantial. But, the question may be raised with respect to 
small salaries paid to stockholders devoting only part of their time 
to the corporation. Even salaries paid to nonstockholder employees 
are subject to disallowance, but the employee involved will usu­
ally be a relative of a principal stockholder. (Compensation paid 
solely for services rendered by an employee who is neither a 
stockholder nor a relative of one will rarely be questioned by the 
IRS, no matter how excessive it may seem.) Note that the value 
of deferred compensation and fringe benefits are included in de­
termining the reasonableness of compensation.
The unreasonableness of compensation is the ground most relied on 
by the IRS and involves a question of fact. Reg. Sec. 1.162-7 states, 
“I t is, in general, just to assume that reasonable and true compensa­
tion is only such amount as would ordinarily be paid for like services 
by like enterprises under like circumstances.” However, considering 
the subjective nature of most of the critical facts and the lack of 
publicity of the affairs of most close corporations, it will be difficult 
if not impossible to unearth like-fact situations. Compensation is more 
likely to withstand IRS scrutiny if the following “do’s and don’ts” are 
observed:
a. Do, to the extent possible, fix the compensation in line with that 
paid by competitors to employees whose duties, responsibilities 
and abilities are comparable to those of the employee-stockholder 
involved.
b. Don’t  fix salaries in proportion to stockholding of the employees.
c. Don’t  adjust salaries from year to year so as to achieve the “best” 
possible salary from the overall viewpoint of the corporation and 
shareholders. For example, adjusting salaries so that the corpora­
tions taxable income falls just below the $25,000 mark (the 22
55 Nicholas Co., Inc., 38 TC 348.
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per cent tax bracket) each year will indicate that salaries are not 
based on the value of services rendered.
d. Do fix the amount of or the formula for computing compensation 
before the services are rendered. In arm’s-length situations, an 
employee will insist on advance knowledge of his compensation. 
Incidentally, if entered into before the services are rendered, a 
profit-sharing or contingent compensation arrangement, whose 
terms are reasonable when made, will justify a deduction for much 
greater compensation than would be ordinarily allowed.
The double tax on the disallowed portion of salaries is avoidable 
by contractual agreement, made in advance, requiring an employee to 
return any sum disallowed by the IRS as excessive. Since no tax benefit 
was derived from the disallowed amount, its recovery will not con­
stitute taxable income to the corporation; and the employee is en­
titled to a deduction in the year of restoration.56 The IRS insists that 
the employee cannot deduct the restored amount in the year it was 
originally reported as income; thus, the employee will not necessarily 
recover all of the tax attributable to the excessive salary.57 It may be 
argued that such an arrangement tacitly confesses a doubt about 
the reasonableness of an employee’s salary and will stimulate an IRS 
agent to disallow something he might not have questioned. Perhaps 
so, but since the reasonableness of salary is a subjective question, the 
taxpayer’s doubt is explainable. Furthermore, the absence of such an 
agreement will not convince the IRS that the salary is reasonable.
Inadequate compensation. For family owned corporations, the IRS 
may be just as concerned with whether the compensation paid to a 
working stockholder is inadequate as whether it is excessive. In­
adequate compensation will effect a shift in taxable income or a gift 
of accumulated earnings from the underpaid person to other mem­
bers of his family.
example. F  and his minor son (S) each own 50 per cent of the 
stock of Excorp. It pays F nothing for his services which are worth 
$50,000 a year. If Excorp has elected Subchapter S treatment, F 
has effectively shifted $25,000 of taxable income to his son’s tax 
return. If Excorp is taxable as an ordinary corporation, the failure 
to pay the $50,000 salary will increase Excorp’s surplus by $26,000
56 See Vincent Oswald, 49 TC 645, acq.
57 See Rev. Rul. 67-437, CB 1967-2, 266.
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(assuming a 48 per cent income tax); thus, F  has indirectly made 
a gift of $13,000 to S.
In the Subchapter S situation, Sec. 1375(c) permits the Com­
missioner to reallocate $25,000 of Excorp’s income to F, in effect 
requiring F to report a higher salary than he was paid.58 In the 
case of an ordinary business corporation, however, there is no au­
thority specifically permitting the Commissioner to increase the 
salary of an underpaid stockholder. The Commissioner’s ability to 
do so will depend on whether such an action is construed to con­
stitute a reallocation or to result in the creation of taxable income. 
Sec. 482 empowers the Commissioner to reallocate income, but 
nothing permits him to create taxable income.59
Reflections. Though a potential source of considerable irritation, as 
well as of double taxation, the reasonable compensation problem 
should not adversely affect a decision to incorporate. As explained 
in 204, if the owners of the business want to drain out all its earn­
ings for personal use (which usually accounts for excessive salaries), 
the urge is sufficient reason by itself for not incorporating. Of 
course, if the corporation will elect Subchapter S treatment, there 
will be no double tax resulting from IRS disallowances of salaries.
208  Deferred Compensation Plans
After retirement a working owner’s income will normally decline 
but he cannot get any averaging relief for taxes paid during his peak 
earning years. The income averaging rules of Secs. 1301-1305 apply 
only to years during which income has increased sharply over prior 
years. Deferring income until a post-retirement period is an excellent 
device for averaging earned income. In fact, it can be more effective 
than the aforementioned statutory relief.
A sole proprietor or partner can defer the taxation of earned in­
come only under a qualified self-employed retirement plan (often 
referred to as an H.R. 10 or Keogh plan) and benefit only to a lim­
58 Similarly, the IRS is empowered to indirectly increase the amount of compen­
sation paid to the working members of a family partnership.
59 See Brandtjen and Kluge, Inc., 34 TC 416, acq. Furthermore, a taxable gift 
may not be imputed to the underpaid employee, according to Elizabeth M. 
Johnson, 254 F Supp. 73, 17 AFTR 2d 1403, 66-1 USTC ¶12,386.
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ited extent as compared to ordinary employees. In contrast, an em­
ployee-stockholder may defer the taxation of earned income under 
both nonqualified and qualified plans, and benefit to the same extent 
as any nonstockholder employee.
Reflections. Perhaps the greatest long-range personal tax advantage 
obtainable through incorporation will be the ability of the owners 
of the business to benefit from participation in deferred compensa­
tion plans, particularly qualified ones, to the same extent as ordinary 
employees.
208.1 Nonqualified Deferred Compensation Plan. Under any 
deferred compensation plan an employee works now and is partly 
paid later. A “nonqualified” deferred compensation “plan” (frequently 
an individual employment contract) is one which fails to meet the 
tests laid down in Sec. 401, which are summarized in 208.2. Under a 
nonqualified plan, the deferred compensation will neither be taxable 
to the employee until the year of receipt nor deductible by the em­
ployer (even though on the accrual basis) until the year of payment.60 
Vacation pay, year-end bonuses, and compensation which is not paid 
currently because of the employer’s inability to pay are not within 
the meaning of “deferred compensation.” Therefore, an accrual basis 
employer does not have to delay the deduction for such items until 
the year of payment.60 1
The following example may provide a useful background for this 
discussion.
example. E will retire in 10 years, after which his taxable income 
will be modest. Instead of taking his annual compensation of 
$100,000 currently, E contracts with Excorp, his employer, to be 
paid $50,000 a year for 20 years, including ten years after retire­
ment. The amount of the post-retirement is subject to adjustment 
if he dies before retirement, and payments are conditional to his 
not taking employment with a competitor. Assuming E files joint
60 Rev. Rul. 68-180, IRB 1968-16, 16.
61 If there is an unusual deferral with respect to obligations for vacation pay 
and year-end bonuses (e.g., if payment is not due within the year following 
the accrual year), the IRS may treat the arrangement as a nonqualified de­
ferred compensation plan, so that the payments will be deductible only in 
the year made. See the allusion to  a private ruling in The Journal of Ac­
countancy, July 1968, p. 74.
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returns and his other income and deductions offset each other, his 
tax on the total compensation of $1,000,000 will be $110,680 less 
under the deferred compensation arrangement, that is:
Tax on $100,000 per year for 10 years 
Tax on $50,000 per year for 20 years 
Decrease in tax
$451,800
341,120
$110,680
Incidentally, the agreement could authorize E to direct Excorp 
how to invest $26,000 a year ($50,000 withheld from him less the 
corporate tax). In each post-retirement year, he would be entitled 
to receive $24,000 plus 1/10 of the securities and income accumu­
lated thereon at his direction.62
Excorp would be entitled to ordinary deductions for what is paid 
to E only when it is paid to him. However, during the period of 
deferral, the employer will have the use of the deferred compen­
sation (net of the also-deferred tax). Ordinarily, another advantage 
to the employer is that the provisions for forfeiture may effectively 
tie up a valuable employee; of course, an employee who holds a 
significant amount of his employer's stock is already tied to the 
company by his investment.
The sole benefit to the employee is to shift earned income from his 
top tax bracket years to his low (post-retirement) tax bracket years. 
The character of the income remains ordinary—it does not change to 
capital gain. Thus, a nonqualified compensation plan will not be 
attractive to an employee whose post-retirement taxable income will 
be sufficient to leave him in the higher tax brackets.
Deferral of earned income under a nonqualified plan is possible 
for an employee-owner of a corporation, but not for employee-owners 
of an unincorporated entity. Guaranteed retirement payments to a 
partner may be analogous to a nonqualified deferred compensation 
plan, but there is nothing remotely comparable available to a sole 
proprietor. *
62 Where the employer is a close corporation, investments in its stock would 
probably be inadvisable. The employee might prefer to have the corporation 
fund its obligation with a combination life insurance-annuity policy; see Casale, 
247 F2d 440, 52 AFTR 2d 122, 57-2 USTC ¶9920.
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The following guidelines should be followed in setting up non­
qualified compensation plans.
a. The deferred compensation should be made forfeitable, to avoid 
its current taxation under the constructive receipt doctrine.63 
Although it is difficult to see how there can be constructive receipt 
of amounts due under a bare employment contract entered into 
before the services are rendered, forfeiture provisions may be an 
advisable precaution especially if the employee is a principal stock­
holder or has authority to direct investment of deferred amounts. 
But a provision requiring the employee to be available for con­
sulting services after retirement may be inadvisable, if he also 
participates in a qualified plan under which a lump-sum distribu­
tion in the year of his retirement would otherwise clearly qualify 
for capital gain treatment.64
b. Funding arrangements (e.g., a forfeitable trust) are advisable from 
the employee’s viewpoint, since they remove “his money” from 
the risks of the employer’s business. But such an arrangement will 
be troublesome to the employer who will not only be denied a 
deduction in the year the payment is contributed to the trust, but 
will also have to litigate to get the deduction in the year the trust 
makes the payment.65
c. Provisions should be made for continuing payments to the em­
ployee’s estate or designated beneficiaries if he dies before the 
payments are completed. The present value of the amounts to 
be paid after death will be subject to estate tax.66 The post-death 
payments will also be subject to income tax, reduced by a $5,000 
death benefit exclusion.67 An income tax deduction is allowed for 
the estate tax attributable to the post-death payments. It may be 
advisable to split up the payments among several beneficiaries so 
as to take advantage of lower tax rates.
d. Nonqualified plans can be discriminatory but the total of the cur­
rent and deferred compensation payments must be reasonable. In 63457
63 See Rev. Rul. 60-31, CB 1960-1, 174.
64 See Rev. Rul. 57-115, CB 1957-1, 160.
65 See Rev. Rul. 59-283, CB 1959-2, 456.
66 Compare Est. of Firmin D. Fusz, 46 TC 214.
67 See Secs. 691 and 101(b).
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close corporations (particularly family-owned ones), the deferred 
compensation payments will be treated as nondeductible dividends 
if the plan resembles a joint and survivors’ annuity arrangement 
for the benefit of employee-stockholders and their families.68
Reflections. Relative to a qualified deferred plan, the only advantage 
of the nonqualified plan is that it can be entered into on a discrimi­
natory basis—i.e., with only selected employees. This advantage, 
however, will be significant where it is impractical to adopt a qual­
ified plan because the extra cost of covering other employees under 
its nondiscriminatory requirements is substantially greater than the 
benefits the employee-stockholders will realize from participating 
in such a plan. Moreover, so long as the total compensation is rea­
sonable, an employee-stockholder can be covered by a nonqualified 
as well as by a qualified plan.
208.2 Qualified Deferred Compensation Plans.69 A deferred 
compensation plan is “qualified” if it meets the requirements of Sec. 
401. To so qualify, a plan must be, among other things, a definite 
written arrangement; communicated to the employee; established and 
maintained by the employer for the exclusive benefit of its employees 
and their beneficiaries; and must not theoretically or in its practical 
application discriminate in favor of officers, stockholders or highly 
compensated employees. Though not a prerequisite to qualification, 
it is usually advisable for an employer to obtain the IRS’s approval 
of a plan before it is put into effect.
Under a qualified plan, the employer contributes to a trustee or 
other fundholder the compensation which will be distributed (to­
gether with appreciations and income on investments) to or for the 
benefit of the employee upon his retirement, death or other termina­
tion of his employment. Broadly speaking, the contribution is de­
ductible in the year paid, although accrual basis taxpayers may accrue 
the deduction for a contribution paid by the due date (including 
extensions of time) of the respective tax return. The employee will not 
become taxable on the employer’s contribution (or the income accu­
mulated thereon) until such time as it is distributed to him or for 
his benefit. The fundholder (usually a trust) is tax exempt.
68 See Willmark Service System, TC Memo 1965-294.
69 The basic rules for qualified compensation plans are prescribed in Secs. 401- 
407, and are amplified in the related regulations and numerous rulings.
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There are two basic reasons for adopting a deferred compensation 
plan:
a. From the employers viewpoint, to attract and to retain employees. 
Pensions and lump-sum distributions payable after retirement 
should serve to attract new employees and, especially, retain old 
employees.
b. From the employees viewpoint, the qualified plan not only sus­
pends tax on compensation income, but can also convert what 
would be ordinary income into capital gain for everyone except 
the self-employed participants in the plan.
There are three types of plans, whose sense and utility to closely 
held corporations may be sketched as follows:
Profit-sharing plan. A portion of the employer’s annual profits are 
contributed to the plan; except for self-employed plans, the contribu­
tion need not be made pursuant to a fixed formula. For small busi­
nesses, because contributions will not be required in poor years, the 
profit-sharing plan will usually be preferable to a pension plan.
Pension plans. The contributions to this plan are designed to pro­
vide pensions on some predetermined basis for the employees. For 
small businesses, because the fixed expense could make contributions 
burdensome in low-profit years, a pension plan may be inadvisable. 
However, a pension plan may prove fruitful where the working owners 
are considerably older than the average age of their common law 
employees.
Stock bonus plan. This is similar to a profit-sharing plan, the prin­
cipal exception being that stock of the employer (rather than cash) 
is contributed to the plan and ultimately distributed to the employees. 
Stock bonus plans, which have not proved popular with publicly 
owned corporations, seem even less attractive for closely held ones. 
For one thing, the deduction depends on the value of the stock 
(which is asking for a dispute with the IRS). Also, where employee- 
stockholders are the principal participants in the plan, practically all 
they receive is a stock split, which really adds nothing to their wealth. 
If the employee-stockholders constitute a small portion of the par­
ticipants, their control of the corporation can be diluted by a stock 
bonus plan. However, a stock bonus plan can be very useful as a 
cash conservation measure; the employer can reduce its tax payments 
by simply issuing its own stock certificates.
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In general, an employee-stockholder may participate in the benefits 
of a qualified plan on the same terms as other employees. But the 
benefits available to a self-employed partner or sole proprietor 
participant are very limited. The following discussions of tax benefits 
available under qualified plans will point up the disparities in the 
treatment of employee-stockholders and self-employed persons under 
profit-sharing plans.
Employer's deduction. As previously indicated, the employer can 
currently deduct payments to a qualified plan. This is an exception to 
the general rule which, broadly, relates the employer’s deduction for 
compensation to the time the employee must report it as income. Thus, 
a working owner (whether a stockholder, partner, or sole proprietor) 
is indirectly using tax dollars to earn more income.
Tax exemption. A qualified plan is tax exempt. Thus, a profit-sharing 
trust is not only able to reinvest 100 per cent of the employer’s con­
tribution on behalf of the employees, but is also able to compound 
the income and capital gains on such investments tax free. This is 
equally true of contributions on behalf of employee-stockholders and 
self-employed individuals. The cumulative effect of this is vividly 
demonstrated in the following example.
example. An employee in the 50 per cent tax bracket has $1,000 
of compensation contributed to a qualified plan on his behalf, in­
stead of being paid such sum currently. Assuming a 6 per cent 
return and excluding appreciation (or depreciation) on investments, 
the accumulation through the plan at the end of the third year 
would be twice as much as he would have accumulated personally. 
The exact computations are shown in Table 4, opposite. (Of course, 
the employee will have to pay a tax, usually at the capital gain 
rate, when his accumulation is distributed to him.)
Capital gain. An accumulation distributed in a lump sum upon the 
termination of employment is taxable as a capital gain to an employee- 
stockholder. Thus, ordinary compensation and investment income is 
converted into capital gain when passed through a qualified plan.
On the other hand, lump sum distributions to self-employed indi­
viduals will always be taxed as ordinary income, even the portion 
attributable to capital gains realized by the plan. An income averag­
ing device will mitigate the self-employed individual’s tax liability. 
Essentially, only one-fifth of the distribution is added to taxable in­
come, and then the increase in tax attributable to such amount is
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Table 4
C om pensation—first year
Earnings a t  6%, less applicab le  tax
A ccum ulation—end  of one year 
C om pensation—second year 
T otal
E arn ings a t 6%, less applicab le  tax
A ccum ulation—end  of second year 
C om pensation—th ird  year 
A ccum ulation—beginning  of th ird  year
Current Deferred
(Less 50% Tax) (Tax Exempt)
$ 500.00 $1,000.00
15.00 60.00
$ 515.00 $1,060.00
500.00 1,000.00
$1,015.00 $2,060.00
30.45 123.60
$1,045.45 $2,183.60
500.00 1,000.00
$1,545.45 $3,183.60
For more complete projections of the benefits available to participants in qualified 
plans, see Exhibits C and C-1 in the Appendix.
multiplied by 5. If the self-employed distributee is in a top tax 
bracket anyway, the averaging device will provide no relief. Distribu­
tions not made in a lump sum will be taxable as an annuity.
Forfeitures. If an employee leaves before full vesting of the credits 
to his account, a portion of such credits can and usually are reallocated 
to other employees pursuant to a fixed formula. An employee-share­
holder is entitled to fully participate in such forfeitures, but a self- 
employed individual cannot.70 A “permanent employee” (such as an 
employee-stockholder) can benefit very substantially from forfeitures 
by other employees.
Post-death distributions—income tax. Distributions by a qualified 
plan to the estate of beneficiaries of an employee-stockholder are 
usually taxable as capital gain in respect of decedent, except that the 
first $5,000 may be exempt under the death benefit exclusion rule 
discussed at 209.4. But similar distributions to self-employed indi­
viduals are taxed as ordinary income and in full. Splitting the dis­
tributions among several beneficiaries can lower the effective tax rates.
Post-death distributions—estate tax. If the employee-stockholder 
designates a beneficiary other than his estate, the accumulation in 
the plan will not be subject to estate tax if he dies before the payout. 
No comparable estate tax exclusion is available for the accumulations 
of self-employed individuals.
70 Reg. Sec. 1.401-11 (b ) (3 ) .
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Annual deferrals. The maximum compensation deferable annually 
for an employee-stockholder is 15 per cent of his current compensa­
tion. ( More precisely, contributions of such amount can be deducted 
by the employer.) But a self-employed individual can defer—with tax 
benefit—no more than 10 per cent of self-employed income or $2,500, 
whichever is less.
Voluntary contributions. An employee-stockholder may voluntarily 
contribute up to 10 per cent of his salary to the plan. While no deduc­
tion is allowable for the contribution, the income and capital gains 
on the resultant “savings account” will be compounded tax free, and 
may be eventually taxed at capital gain rates. Voluntary contribu­
tions may be made by or for self-employed individuals under certain 
conditions, but the income accumulated in the savings account will 
be taxed at ordinary rates when distributed.
Other comparisons. The generally broader coverage requirements 
for self-employed plans means that the cost of such plans will be 
increased or the self-employed individual’s participation in the plan 
will be diluted. The stricter vesting requirements for self-employed 
plans will also frustrate a basic objective of the plan—to keep the 
ordinary employees from leaving.
Reflections. Despite some liberalizing changes in 1966, tax benefits 
available to an employee-stockholder under a deferred compensa­
tion plan are obviously greater than those available to a self- 
employed individual. The discriminatory treatment contributes to 
the following paradoxes:
a. Unincorporated associations and professional service organiza­
tions are insisting that they are taxable as corporations, while 
the IRS insists they are not. (See 102.4 and 102.5.)
b. Unincorporated businesses incorporate and promptly elect to be 
taxed as if they were unincorporated businesses. (See 204.3.)
If the employee-stockholders and their compensation represent 
only a small percentage of the total number of employees and the 
total payroll of the business, the extra cost of adopting a qualified 
plan will substantially exceed the measurable tax benefits to the 
employee-stockholders. Conceivably, adjustments to year-end cash 
bonuses and scheduled salary increases could compensate partially 
for such extra cost. In any event, today, contributions to a deferred
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compensation plan are probably more of a necessity than a luxury 
in labor relations.
209 Nontaxable Fringe Benefits
The basic characteristics of a “fringe benefit” are listed below. (Spe­
cific fringe benefits are reviewed in 209.1-209.6.)
a. It represents a personal living expense, paid for the benefit of an 
employee by an employer.
b. Its cost is deductible by the employer.
c. Its cost would not have been deductible by the employee if he 
personally had paid for it.
d. I t does not constitute taxable income to the employee.
A fringe benefit is worth more to the employee than its face value, 
the extent depending on his top tax bracket. For example, to an 
employee in a 50 per cent tax bracket, the intrinsic value of a fringe 
benefit is twice its face value. He would have to spend $500 of pre­
tax compensation to pay for a fringe benefit which costs his employer 
$250.
Clearly, employee-stockholders can participate along with other 
employees in fringe benefits furnished by a corporation. I t has been 
generally accepted that employee-owners of an unincorporated business 
could not participate in fringe benefits provided for other workers. 
Recently, however, a court of appeals held that a partner who man­
aged the firm’s cattle ranch could qualify as an “employee” for the 
purposes of Sec. 119.71 (That section permits an employee to exclude 
from his taxable income the value of meals and lodging furnished for 
the employer’s convenience.) Under the broad language of the de­
cision, it appears that fringe benefits available to common law em­
ployees are generally available to “employee-partners.” On the other 
hand, Reg. Sec. 1.707-1(c) holds that guaranteed payments to a 
partner cannot qualify as excludible sick pay, and the Tax Court 
seems to agree.72 In any event, it remains clear that sole proprietors 
cannot participate in fringe benefits.
71 Anne L. Armstrong vs. Phinney, 394 F2d 494, 21 AFTR 2d 1260, 68-1 USTC 
¶9355.
72 T. J. O’Brien Estate, TC Memo 1962-169.
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209.1 Medical Insurance. Sec. 106 provides that an employee 
is not taxable on contributions to health and accident insurance plans 
made by his employer, whether in the form of payments of insurance 
(group or individual) premiums, or payments to a separate trust or 
fund. Reimbursements to an employee for medical expenses made 
pursuant to a “plan” (policy or custom) are excludable from gross 
income, except to the extent that the expenses had been deducted on 
his tax return. Reg. Sec. 1.105-5 states that there may be different 
plans for different employees or classes of employees, thus implying 
apparently that medical expense reimbursements may be made on a 
discriminatory basis among employees. However, the IRS has been 
attacking plans which discriminate in favor of stockholders, insisting 
that the reimbursements should be treated as dividends—not deduc­
tible by the corporation and income to the employee-stockholders. 
The court decisions might be described as mixed.73
209.2 Sick Pay. Sec. 105(d) exempts limited portions of com­
pensation which an employee continues to receive while he is absent 
from work because of illness or injury. The exemption will vary 
depending on the amount of compensation, but will never exceed 
$100 a week; there is no limit as to the period for which sick pay is 
excludable. However, “sick pay” has been treated as a disguised divi­
dend where it was paid to an employee-stockholder on a very dis­
criminatory basis.74 75
209.3 Group Life Insurance Coverage. An employee-share- 
holder may participate in group life insurance coverage to the same 
extent as any other employee. In general, $50,000 is the maximum 
amount of tax-free coverage which any one employee may receive 
from all his employers. The cost of any excess coverage will constitute 
taxable income to the employee, except to the extent he reimburses 
his employer.75
209.4 Death Benefits. Payments, whether or not voluntarily 
made, by an employer on account of the death of an employee-
73 Compare Allen B. Larkin, 394 F2d 494, 21 AFTR 2d 1307, 68-1 USTC ¶9362, 
with Bogene, Inc., TC Memo 1968-147.
74 See Samuel and Sophie Levine, 50 TC 422.
75 See Sec. 79 and the related regulations.
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shareholder are excludable from the income of the recipient (his 
estate or designated beneficiary) to the extent of $5,000.76 The $5,000 
ceding applies no matter how many employers the deceased may have 
had. Where there is more than one beneficiary, the exclusion must 
be allocated proportionately. Except for lump sum distributions under 
a qualified deferred-compensation plan, the exclusion does not apply 
to post-death payments to which the employee himself had non­
forfeitable rights at his death (e.g., bonuses or vacation pay).
209.5 Meals and Lodging. The value of meals and lodging 
furnished by an employer for its convenience on its business premises 
will not constitute taxable income to an employee-shareholder.77
209.6 Moving Expenses. Sec. 217 provides that an employee 
may deduct the unreimbursed costs of moving himself, members of 
his household, and personal effects to a new principal place of work. 
In general, the move must be for a distance of 20 miles and he must 
be employed full time at least 39 weeks within the general area of his 
new residence. Moving expenses incurred to take a new job are 
deductible, as well as those incurred in relocating at a new location 
for an old employer. However, expenses “incidental to” moving, such 
as preliminary house-hunting trips, are clearly not deductible. There 
are conflicting views as to whether such expenses are excludable 
from gross income when the employee has relocated for the con­
venience of an old employer.78
Reflections. Considering the spiraling costs of personal living ex­
penses, fringe benefits are valuable to a working owner in a high 
tax bracket. With respect to fringe benefits, employee-stockholders 
are in a better position than their counterparts in unincorporated 
businesses. As of this writing, fringe benefits are clearly available to 
employee-stockholders, not so clearly available to employee-part­
ners, and definitely unavailable to employer-proprietors.
Although neither the Code nor the regulations seem to specifi­
cally bar discrimination, fringe benefit plans which flagrantly favor 
employee-stockholders are vulnerable to being treated as disguised
76 See Sec. 101 (b) and the related regulations.
77 See Sec. 119. As to the right of a partner to Sec. 119 privileges, see 209.
78 Compare K. D. England, 345 F2d 414, 15 AFTR 2d 847, 65-1 USTC ¶9392, 
with Homer H. Starr, 46 TC 743.
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dividends. For a business which has not been providing fringe 
benefits, the extra cost of extending the benefits on a nondiscrimi­
natory basis may exceed the tax benefits realizable by the working 
owners. On the other hand, the extra expense may be regarded 
today as a necessary cost of labor. In any event, fringe benefits 
should be regarded as no more than “frosting” to more substantial 
reasons for incorporating.
2 10  Sale or Exchange of Equity Interests
The tax rules applicable to the sale or exchange of equity interests 
in sole proprietorships, partnerships, and corporations are reviewed 
here. The tax rules applicable to the liquidation of such interests 
will be reviewed in 211.
Sole proprietorships. When a sole proprietor sells or exchanges his 
business, he is deemed to have made a separate sale of each asset of 
the business, not a single sale of an indivisible proprietorship inter­
est.79 A lump sale price must be allocated to each asset or class of 
assets. The proprietor will realize a mixture of capital and ordinary 
gains or losses; e.g., ordinary income or loss on inventory and trade 
accounts receivable, capital gain on good will,80 and possibly both 
ordinary and capital gains or losses on depreciable proprieties under 
the rules of Secs. 1231, 1245, and 1250. Also, to the extent that there 
is a premature disposition of investment credit properties, there will 
be a recapture of the credits. The assets of a proprietorship can be 
exchanged tax free only in transactions which qualify as a like-kind 
exchange under Sec. 1031 or a tax-free incorporation under Sec. 351.
Partnerships. The sale (or exchange) of a partnership interest will 
result in capital gain or loss, except to the extent the sale price is 
attributable to unrealized receivables (e.g., uncollected accounts 
receivable of cash basis partnership), substantially (20 per cent or 
more) appreciated inventory items, and depreciation recapturable 
under Secs. 1245 and 1250.81 The sale of a partnership interest may
79 Rev. Rul. 55-79, CB 1955-1, 370.
80 When a fractional interest is sold (i.e., a sole proprietor takes in a partner), the
should be taxed as capital gain or taxed as ordinary income.
81 Sec. 751.
authorities conflict as to whether payments ostensibly allocable to goodwill
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result in the recapture of an investment credit.83 Tax-free dispositions 
of partnership interests seem to be limited to transactions which qual­
ify as like-kind exchanges under Sec. 103183 or as tax-free incorpora­
tions under Sec. 351.84
Corporations. Gain or loss on the sale (or exchange) of corporate 
stock will usually be a capital gain or loss. Ordinary income or loss, 
however, would result on sales of stock of a collapsible corporation 
within the meaning of Sec. 341, stock held by a dealer in securities 
(unlikely in the case of closely held stock), stock acquired for ordi­
nary business reasons such as to assure a source of supply of inven­
tory.85 Ideally, dispositions of Sec. 1244 (stock discussed at 506.5) will 
yield capital gain or ordinary loss. The sale of corporate stock will 
not trigger the recapture of investment credit (unless a Subchapter S 
election is involved) or of depreciation.
However, what’s good for the seller is generally bad for the buyer. 
The latter will be buying potential tax liabilities to the extent that 
the corporation has unrealized receivables, substantially appreciated 
inventory, and recapturable depreciation and investment credit. Thus, 
a tax-sophisticated buyer may insist on some price or tax concession 
from the seller. For example, a purchaser who is acquiring all or 
substantially all of the stock of a close corporation may properly insist 
on a covenant from the seller not to compete for a specified period 
and may propose that a substantial portion of the purchase price be 
allocated to such a covenant.86 This will permit the buyer to amortize 
the payments, but will convert the allocated amount into ordinary 
income. The seller may profitably agree to the proposed allocation, 
provided that (a) the payments are spread over a period of years, (b) 
his ordinary income will decline after the transaction, and (c) the 
total consideration received compensates for his giving-up of capital 
gain.
Exchanges of stock may be made tax free in incorporation or 
reorganization transactions which meet the appropriate rules laid 
down in Secs. 351-368.
82 See Reg. Sec. 1.47-6(a) (2).
83 N. A. Miller, D. C. Ind., 12 AFTR 2d 5244, 63-2 USTC ¶9606.
84 See 405.3.
85 Western Wine & Liquor Co., 18 TC 1090, acq.
86 Even if the amount allocated to the no-compete covenant is unrealistically 
high, the parties may be bound by the allocation. See Carl Danielson, 378 
F2d 771, 19 AFTR 2d 356, USTC ¶9423.
57
Reflections. Upon the disposition of equity interests at a profit, be­
cause of the greater opportunity for capital gain treatment and the 
lesser vulnerability to recapture of depreciation and investment 
credit, a stockholder will probably pay less tax than the owner of 
unincorporated business interests will pay. However, the stock­
holder's advantage is not as great as it superficially appears; his 
capital gain tax will reflect a second tax on the already-taxed in­
come of th e corporation. Thus, overall, it is difficult to safely gen­
eralize as to who will fare better on the disposition of equity 
interests—the stockholder or the owners of an unincorporated 
business.87
The corporate form does offer more realistic opportunities for a 
tax-free exchange of equity interests. Stock in a close corporation 
can be exchanged tax free under Sec. 368 for voting stock of a 
publicly owned corporation. On the other hand, it is impossible to 
exchange unincorporated business interests for publicly owned 
stock.
211 Liquidating Equity interests
The tax consequences of the liquidation of equity interests in busi­
ness are generally consistent with the concept that the unincor­
porated business is not a separate taxpayer from its owners88 and that 
the corporation and its owners are separate taxpayers. In accordance 
with the mono-entity concept, the liquidation of an equity interest 
in an unincorporated entity is generally treated as merely effecting 
a change in nominal ownership of the business properties.89 In ac­
cordance with the dual entity concept, the liquidation of a corpora­
tion is generally treated as if the stockholder had made a taxable 
exchange of corporate assets. The dual entity fiction is subject to 
several exceptions. The principal one relevant to liquidation is that 
the corporation itself generally does not realize taxable gain or loss 
from the “sale or exchange” of its assets for its own stock.
87 See also 203, 204 and 211.
88 Of course, in many ways a partnership is regarded as a separate entity, albeit 
not a taxable one, from its partners. See 202.
89 This is not true of unincorporated businesses which elected to be taxed as a 
corporation under Sec. 1361.
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Sole proprietorship. Ordinarily, the liquidation of a sole proprietor­
ship, in the sense of transferring ownership of the assets from the 
entity to the owner personally, does not result in taxable gain or loss. 
However, if investment credit property were prematurely converted 
to personal use, the credit would be recaptured; for example, if a sole 
proprietor closed a restaurant and converted the property to his per­
sonal residence.
Partnerships. No gain or loss will be recognized on the liquidation 
of an interest in a partnership, except under the limited circumstances 
described in Sec. 731 and Sec. 751.90 Essentially, the gain recognized 
will be taxed as ordinary income except to the extent attributable to 
goodwill or appreciation in the value of capital assets or to depre­
ciable assets or land used in business. Unless the partnership agree­
ment expressly provides for liquidation payments for goodwill, noth­
ing can be attributed thereto, but the partners can provide as they 
will for the payment of goodwill.91 The liquidation of a partnership 
interest means that the significance of the investment credit recapture 
rules will become applicable.92
Corporation. A corporation will not incur tax liability on liquidating 
distributions except to the extent installment obligations or property 
subject to depreciation or investment credit recapture is involved. In 
addition, the corporation will have to include in its last tax return 
all income earned by it, although such income otherwise would not 
properly be reportable under the applicable method of accounting 
(e.g., cash and completed contract methods) until some later date. 
(See the discussion at 602, particularly at 602.2.)
Generally, the shareholder will realize capital gain or loss equal 
to the difference between the fair value of the property received from 
the corporation and the tax basis of his stock. There are exceptions 
to the general rule, including:
90 Under Sec. 731, gain will be recognized only when cash is distributed to a 
partner, and loss only when cash inventory and unrealized receivables are dis­
tributed. Under Sec. 751, disproportionate liquidating distributions of un­
realized receivables and substantially appreciated inventories may result in 
taxable transactions for the partnership and terminating partner. Also, see 
footnote 89.
91 See Sec. 736 and David Foxman, 41 TC 535, acq.
92 See Reg. Sec. 1.47-6(a) (2).
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a. If the corporation is a collapsible corporation within the meaning 
of Sec. 341, the gain will be treated as an ordinary gain.
b. If the corporation is liquidated in one calendar month in accord­
ance with Sec. 333, ordinary income is recognized to the extent 
of its accumulated earnings. Any additional gain will be recog­
nized as capital gain, but not in excess of the value of securities 
acquired after 1953 and cash included in the liquidating distribu­
tion. Sec. 333 is useful for avoiding tax on substantially appre­
ciated properties, including goodwill.
c. No gain will be recognized on the liquidation of an 80 per cent 
owned subsidiary, provided the other requirements of Sec. 332 
are satisfied.
d. Ordinary income, not capital gain, may result if the transaction is 
a step in a liquidation-reincorporation transaction. For example, 
Excorp is liquidated; its liquid assets (e.g., cash) are retained by 
the shareholders but the operating assets are conveyed to Zeecorp 
(also owned by Excorp’s shareholders). (See Reg. Sec. 1.331-1(c ).)
e. To a limited extent, a loss sustained on Sec. 1244 stock will be 
deductible as an ordinary loss. (See Sec. 505.5.)
f. Payment received from a corporation for part of the stock held by 
a shareholder may be considered essentially equivalent to an 
ordinary dividend to him. (See Sec. 302.)
g. Redemption of part of a deceased shareholder’s interest will result 
in little gain or loss, provided the amount of the distribution does 
not exceed the sum of death taxes, funeral, and administrative 
expenses of his estate. (See Sec. 303.)
Reflections. Generally, with respect to liquidations of business, it is 
true that stockholders will incur greater liabilities than the owners 
of unincorporated businesses. However, this generalization is sub­
ject to the qualifications and exceptions discussed in 203 and 204, 
including:
a. The total of the taxes paid (i) by the corporation on the accu­
mulated earnings included in the liquidating distribution and
(ii) by the shareholders with respect to such earnings may 
compare favorably with the total of the individual taxes that 
would have been paid on the earnings under an unincorporated 
form.
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b. Most likely, the total tax that was payable currently on business 
income under the corporate form was less than the total tax 
that would have been payable under an unincorporated form. 
Consequently, the deferred tax dollars were usable interest-free 
by the corporation—to a business in need of cash, this might 
have been of immeasurable value.
c. There would be little or no tax to be paid if the liquidation 
occurred soon after the death of the shareholder.
In any event, a business should not be transferred to a corpora­
tion with a short life expectancy, except in rare situations. A busi­
ness which is incorporated and soon ‘unincorporated” may be 
asking for collapsible corporation (ordinary income) treatment un­
der Sec. 341. Furthermore, even an immediate “unincorporation” 
merely intended to rectify an erroneous decision to incorporate can 
produce a substantial capital gain tax. Example. A sole proprietor­
ship which owns goodwill worth $1,000,000 with no tax basis, is 
incorporated. The business is soon returned to the proprietor in a 
liquidating distribution. He must pay a capital gain tax on the 
$1,000,000 of goodwill although he realized no economic benefit 
from the incorporation-liquidation transactions. The provisions of 
Sec. 333 (see b above) may provide relief from the tax on the 
reclaimed goodwill. But depreciation and investment credit will 
be recaptured when the corporation is liquidated.
212 Offsetting Business Income/Losses Against Personal 
Deductions/lncome
Frequently, proprietors or partners in a profitable business will be­
come involved in sideline ventures which result in substantial losses, 
of which as much as 70 per cent can be recouped in tax benefits. 
Deduction-ventures whose cost may be largely recovered in tax bene­
fits include hobby businesses (e.g., farming) in which pleasure com­
pensates for the after-tax cost of the loss; oil ventures, in which the 
hope of realizing tax-free (percentage depletion) income or capital 
gain is the incentive for incurring intangible drilling costs; and char­
itable contributions for which the feeling of doing good is the reward 
for the after-tax expense.
Incorporation will usually be inadvisable for individuals committed
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to such sideline ventures. The dual entity concept prevents the off­
setting of the corporation s income against personal deductions. The 
individual’s tax benefit from the sideline losses may be substantially 
reduced. After incorporation, his taxable income (and top tax bracket) 
may decline significantly since his income from the business will often 
be limited to compensation from the corporation.
Incorporation may also be inadvisable when the unincorporated 
business has generated net operating or capital losses which have not 
yet been utilized. After incorporation, the ordinary income or cap­
ital gains realizable by a stockholder personally may be insufficient 
to absorb the carryover losses. If the business is likely to get back in 
the black in the near future, the incorporation date should be de­
ferred. Similarly, incorporation of a business which is apt to incur 
large net operating losses in the future should be delayed; immediate 
incorporation will prevent the shareholders from carrying back net 
operating loss against high individual tax rates. While the corporation 
itself can carry forward the net operating losses, the tax benefit may 
be only 48 per cent (corporate rate) instead of possibly 70 per cent 
(top individual rate).
Occasionally, losses sustained in an unincorporated business can be 
largely recouped by an independently wealthy owner through deduc­
tions against his nonbusiness taxable income. Unless the proposed 
corporation will qualify for Subchapter S treatment, the shareholder 
will not be able to tax-benefit from his business’s losses until the 
corporation is liquidated, and then only as a capital loss with its 
limited tax benefits.
Reflections. The inability to offset business income/losses against 
personal deductions/income may be a formidable objection to in­
corporation. On the other hand, the owner of a successful unin­
corporated business who has become involved in loss ventures 
primarily to get tax benefits should consider discontinuing them. 
Until the tax rate is increased to 100 per cent, losses will cost 
money. Also, the individual is probably playing in a game in which 
he does not belong.
213 Averaging Employee-Owner’s Taxable Income
Where business income fluctuates sharply from year to year, the 
corporate form may provide the owners with more effective income­
averaging relief than that obtainable under Secs. 1301-1305.
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example. The business income of a sole proprietor, Propie, for a 
five-year period is $100,000, $16,000, $64,000, $20,000 and $50,000 
(annual average $50,000). The statutory income-averaging rules 
provide no tax relief under such conditions, so that Propie’s total 
tax liability for the five-year period will be $94,300. Under the 
corporate form, Propie could be paid an annual salary of $50,000 
assuming it is reasonable. Then his total tax liability for the five 
years would be $85,300, and the corporation would pay no tax. 
(Tax computations are based on joint return rates and assume other 
income offset deductions.)
Incidentally, the corporate form may discipline an owner of an 
unincorporated business to accumulate earnings for business use (in­
cluding his salary) in low income years. It is not unusual for sole 
proprietors and partners to acquire and become accustomed to ex­
travagances during extraordinary income years, and to be faced 
with financial disaster when profits decline. In fact, hobby-business 
ventures (see 212 and 216) are often initiated in high income years 
without regard to the consequences of a decline in income. With a 
fixed salary under the corporate form, such ventures will not be 
as seductive.
Reflections. The corporate form, with its built-in income averaging, 
can more effectively reduce tax liabilities and curb lavish living 
tendencies of the owners of a business than a noncorporate form 
can.
2 14  Partial Incorporation
It is not necessary and it may even be inadvisable to completely 
incorporate a going business. Partial incorporation (or more pre­
cisely, partially not incorporating) may remove some of the objec­
tions to the incorporation of a business. Partial incorporation may 
secure one or more of the following tax and nontax benefits:
a. Enabling a retailer to incorporate his truck delivery division so as 
to limit liability in personal injury suits and to minimize labor 
problems. (The nontax reasons for forming multiple corporations 
will generally apply for partial incorporations. See 215.)
b. Shifting income from the top tax bracket of the owner of the un­
incorporated entity to the 22 per cent to 48 per cent tax brackets of 
the corporation.
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c. Permitting the unincorporated entity (or its owners) to retain 
properties which are generating tax-privileged income, such as 
exempt income. (See 206.)
d. Permitting business property which has appreciated in value to 
be rented to the corporation, thus achieving one or more of the 
following objectives:
(i) Avoiding locking the unrealized appreciation in the corpora­
tion.
(ii) Bailing out earnings of the corporation, in the form of rent 
on the untaxed appreciation in value of the property.
(iii) Permitting the continuation of accelerated methods of depre­
ciation. (See 504.6) When accelerated methods are used, 
cash will be withdrawn from the corporation at minimum tax 
cost.
(iv) Enabling the unincorporated entity to withhold installment 
obligations yielding capital gains or “average” ordinary in­
come. (See 602.3.)
The IRS may attempt to tax the income of the corporation back to 
the unincorporated entity under the authority vested in it by Sec. 
482; that is, to reallocate income among controlled entities to clearly 
reflect income of each one. (The IRS may also rely on variations of 
Sec. 482, such as disregard of corporate entity, “sham,” etc.) There­
fore, the corporation should be actively conducting a separable busi­
ness, and conduct any business it has with the unincorporated entity 
at arm’s length. The following is an example of what to avoid in a 
partial incorporation.
example. Propie owns a city department store and a branch in 
the suburbs. He incorporates the suburban branch. The same man­
agement operates both stores; in fact, the corporation is operated 
as if it were still a branch of the city (unincorporated) store. The 
city store acts as collection and disbursing agent for the suburban 
store and otherwise keeps its books; advertising is conducted on a 
cooperative basis; and customers use the same charge accounts at 
both stores, etc. Under analogous facts, the Tax Court held that 
the income of the corporation is taxable to Propie.93
93 See Hamburgers York Road, Inc., 41 TC 821.
Reflections. Incorporation does not have to be an all-or-nothing 
proposition. If there are good reasons for not incorporating part 
of the business, don’t. There does not need to be a business rea­
son for forming a corporation; it may be formed for tax-saving 
reasons. The Commissioner would have to recognize the corpora­
tion’s existence as long as it carried on a substantive business 
activity. Furthermore, income properly attributable to such activity 
may not be reallocated to the unincorporated entity.94
215  Divisive Incorporation
Ideally, from a taxpayer’s viewpoint, an unincorporated business 
should be divided up into as many corporations as will enable each 
one to realize less than $25,000 of income. Thus, no one would be 
subject to the 26 per cent surtax; each one’s income would be taxed 
at a 28 per cent rate, including the 6 per cent penalty levied by Sec. 
1562. For the first additional corporation, the tax saving is only 
$3,500, since two 6 per cent penalties must be paid (i.e., 26 per cent 
of $25,000, less $3,000). Thereafter, the saving is $5,000 ( 26 per cent 
of $25,000, less $1,500). Furthermore, each corporation would be en­
titled to the minimum accumulated earnings credit of $100,000, 
which could mean a $27,500 lifetime tax saving per corporation. 945 96
However, if business income is artificially divided up among mul­
tiple corporations, the benefit of the extra surtax exemptions and/or 
accumulated earnings credits may be denied on one or more grounds. 
Most directly in point, Sec. 1551 requires the disallowance of an 
exemption and/or credit to any corporation which fails to establish 
by the "clear preponderance of the evidence” that the “major pur­
pose” for its formation was not to secure the exemption or credit. (See 
Reflections for acceptable nontax avoidance purposes.) While not as 
specifically applicable, the Commissioner may use Sec. 269 to deny 
exemptions and credits to any corporation which was organized “prin­
cipally” to secure such benefits. Or the Commissioner can make the 
extra credit or exemption worthless to a corporation to which income 
was diverted by a related entity which had really earned the income; 
he can reallocate such income to the latter entity.96
94 See Perry Bass, 50 TC No. 58.
95 See 204.1.
96 See 602.
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In addition to extra surtax exemptions and accumulated earning 
credits, divisive incorporation may be used to qualify for other tax 
benefits, including:
a. Western Hemisphere trade corporation status. By reason of a 
special deduction allowed by Sec. 921, such corporations are taxed 
at an effective rate of no more than 34 per cent. If the business to 
be incorporated does a substantial amount of trading within the 
Western Hemisphere but not enough to meet the various tests 
(e.g., 95 per cent of its gross income must be from sources outside 
the United States) the Western Hemisphere branch of the busi­
ness could be separately incorporated. The Commissioner has 
virtually conceded that a corporation can be formed for no other 
purpose than to qualify for Western Hemisphere treatment.97
b. Subchapter S status. If a business has some property or activity 
which would make it ineligible to make a coveted Subchapter S 
election, divisive incorporation could solve the problem. For ex­
ample, real estate which has been generating substantial rental 
income could be transferred to a corporation other than the one 
which expects to elect Subchapter S treatment.
c. Divisive incorporation will give the stockholders flexibility in dis­
posing of one segment of a business at a capital gain rate. That is, 
they can simply sell the stock of the corporation housing the 
disposable business.
d. Divisive incorporation can permit the adoption of a qualified plan 
covering fewer employees than would be possible in a single 
incorporation.
There can be tax disadvantages to a divisive incorporation, includ­
ing the following:
a. As long as corporations remain in a brother-sister relationship, the 
losses of one cannot be offset against the income of the other.
b. The excess capital of one corporation cannot be used to finance 
the needs of the other. Loans between brother-sister corporations 
may expose the corporation to the accumulated earnings tax or 
result in a dividend to the shareholders.
c. Multiple corporations can be useful for estate planning purposes 
(e.g., leaving the stock of one corporation to one son and the
97 Rev. Rul. 64-198, CB 1964-2, 189. 
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stock of a second corporation to another son). However, multiple 
corporations (or even partial incorporations) may ultimately prove 
disadvantageous to the estate of a deceased shareholder of a 
close corporation, by barring the utilization of the relief provisions 
of Sec. 303.
[Essentially, Sec. 303 enables the estate of a deceased stock­
holder to make a tax-free exchange of shares of stock, for cash and 
other property equaling the sum of the estate tax liabilities and 
funeral expenses of the decedent. In order to qualify under Sec. 303, 
the value of the stock of the redeeming corporation held by the 
shareholder must exceed 35 per cent of the decedent’s gross estate 
or 50 per cent of his taxable estate. Splitting the business into two (or 
more) corporations will diminish the value of each corporation’s 
stock, making it less likely that the stock held in any single corpora­
tion will meet either the 35 per cent or 50 per cent test. In applying 
either test, the value of the outstanding stock of each of two or more 
interests representing more than 75 per cent in the value of corpora­
tions is aggregated and treated as the stock of a single corporation. 
Note that the constructive ownership rules of Sec. 302(c), which 
make an otherwise disproportionate redemption vulnerable to divi­
dend treatment, cannot be invoked to satisfy the 75 per cent owner­
ship requirement.98]
The following exemplifies a divisive incorporation—an unincorpo­
rated entity divided into six corporations—which was approved by the 
Tax Court.99
example. As a sole proprietorship, Propie sold products manufac­
tured by others to military commissaries. Propie was growing 
older. He and his key employees, being concerned over the effect 
of his death on the business, decided that the corporate form was 
more conducive to the continuity of the business. Propie formed 
six corporations geared to the six geographical military zones into 
which the business naturally divided. Each corporation had separate 
employees, maintained separate books and handled its own orders. 
But commission income and expense disbursements were handled 
on a consolidated basis, and allocated in proportion to gross sales. 
Each corporation was entitled to separate surtax exemptions.
98 Byrd’s Est., 46 TC 25.
99 V. H. Monette & Co., 45 TC 15, acq.
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On the other hand, forming 16 “alphabet corporations” to develop 
a single tract of land is a good example of a bad divisive incorpora­
tion.100
Reflections. The best time to split up a business among several cor­
porations is at the time the business goes corporate. If the business 
is initially divided up into multiple corporations and the results 
prove unsatisfactory, it will be easy to later merge the brother-sister 
corporations in a tax-free transaction. But if only one corporation is 
formed, it will be difficult to later divide it up into brother-sister 
corporations in a tax-free transaction.
There are non-federal income tax reasons for divisive incorpora­
tion. Such reasons, which also indicate that federal tax benefits were 
not the “major purpose” of a multiple incorporation, include the 
following:
a. A limited liability is provided for each segment of a business.
b. State taxes may be saved by avoiding arbitrary allocation rules 
which have the effect of exposing the same income to two or 
more state tax liabilities.
c. More effective use of stock ownership incentives is permitted. 
Thus, stock in a manufacturing corporation could be issued to a 
production executive, while stock in a sales corporation could 
be issued to a sales executive.
d. The use of more high-ranking titles for more employees is made 
possible.
e. Labor union problems can be isolated. For example, a strike 
against a trucking corporation may not tie up the manufacturing 
corporation’s activities.
f. Competition with customers can be concealed. For example, a 
manufacturer who sells direct to consumers as well as to re­
tailers might separately incorporate its manufacturing and retail­
ing operations.
g. Conceivably, state laws, by restricting the powers of a corporation 
to engage in certain business, may require multiple incorporation.
h. More effective estate planning is possible. For example, the 
stock of one corporation might be willed to one son while the
100 Aldon Homes, 33 TC 582.
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stock of a second corporation might be willed to a second son. 
(But see potential tax disadvantages, (c) above.)
On the other hand, there may be nontax reasons for forming one 
corporation instead of several. For example, multiple incorporation 
means extra administrative expenses, including preparing separate tax 
returns, keeping separate books and records, holding separate board 
of directors’ and stockholders’ meetings, and so forth. Also, arbitrary 
allocation rules may operate in such a manner that a multi-state busi­
ness may pay less state taxes if it is singly incorporated rather than 
divided among several corporations.
216  Incorporating “ Hobby Businesses”
Some people so enjoy seeking profit in certain ventures that they 
do not even mind continually losing money—especially if the losses 
are deductible for tax purposes. These pleasurable ventures are called 
“hobby businesses.” Typical of such ventures are inventing; various 
forms of farming; and the breeding, showing or racing of various 
animals. However, the deductions for such losses may be wholly or 
partly disallowed under the following circumstances:
1. The loss will be wholly disallowed if the taxpayer is unable to 
prove that the purpose of the venture was pecuniary profit rather 
than the pursuit of happiness.
2. Sec. 270 generally limits an individual’s annual deduction for a 
loss sustained in any business of profit-seeking venture to $50,000, 
if the taxable year is one of five consecutive years in which the 
annual losses exceeded $50,000.
The hobby and Sec. 270 issues may seem avoidable if the ventures 
are incorporated, since a “business corporation” is presumably profit 
motivated. If this were so, an individual could incorporate a “hobby 
business,” elect Subchapter S treatment for the corporation, and assure 
deductibility of the corporation’s loss on his return.
However, the corporate veil will not shield a hobby loss from dis­
allowance. One court has held that the incorporation of a cattle ven­
ture and the election of Subchapter S, by themselves, did not entitle 
the shareholder to deduct the operating loss sustained by the corpora­
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tion. In essence, the court reasoned that the Subchapter S election 
permits a shareholder to deduct losses of a “small business corpora­
tion” not of a “small hobby corporation.” However, the taxpayer was 
allowed the deduction when the court found that the venture was 
engaged in for profit rather than indulged in for pleasure.101
In another case, a court, relying on Sec. 269, ruled that the $50,000 
limitation on individual business losses could not be avoided by the 
incorporation of a poultry farm after it had sustained annual losses 
exceeding $50,000 for four consecutive years.102 The losses were 
claimed by the corporation itself against income from a sure-profit 
business which was also transferred to it.
Reflections. The “hobby-business” loss deduction is no more allow­
able under the corporate form than under the unincorporated form.
217 Cross-References
In deciding whether or not to incorporate, in addition to the tax 
factors discussed in this chapter, consideration should be given to the 
other factors (tax and nontax) discussed elsewhere in this text. For 
example, if the unincorporated entity has accumulated a substantial 
amount of unreported taxable income under an improper accounting 
method (such as recording inventories at nominal values), the power 
of the Commissioner to require the new corporation to pay tax on 
the entire accumulation may discourage the incorporation of a busi­
ness which was started before 1954. (See 503 and 602.1.)
101 W. Du Pont, Jr., 234 F Supp. 681, 14 AFTR 2d 5293, 64-2 USTC ¶9584.
102 V. Borge, TC Memo 1967-173.
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Chapter 3
Deciding Whether to Incorporate: 
Considerations Other Than 
Federal Income Taxes
301 General
In accordance with the purpose of this monograph, the emphasis 
has been on federal income tax factors relevant to the incorporation 
of a closely held business; but it is stressed that nontax factors will 
frequently control the decision whether or not to go corporate. One 
nontax factor is the sole motivation for many incorporations—limited 
liability. Conversely, the additional costs and formalities of organizing 
and operating a business under the corporate form may discourage 
the incorporation of a small proprietorship or partnership. Moreover, 
the tax (as well as nontax) advantages to be gained by incorporation 
will be academic if the trade or business cannot be conducted under 
the corporate form. As examples, until relatively recently, most states 
barred incorporation of professional service organizations (about 25 
per cent of them still do) and stock exchanges barred incorporations 
of member firms.
This chapter will review the non-federal income tax considerations 
which should be evaluated in reaching a decision on incorporation. 
Some of these factors (such as limited liability) involve legal ques­
tions which should be weighed by the attorney-member of the in­
corporation team. Others, such as the effect on customers, should be 
evaluated by the owners of the unincorporated entity.
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Reflections. For an unincorporated “conglomerate,” a nontax factor 
(such as limited liability) may dictate the incorporation of only 
one of its businesses. If so, only that business should be incorpo­
rated; the other businesses can be continued under the wing of the 
unincorporated entity. Incorporation is not necessarily an all-or- 
nothing question; in fact, it may be advisable to incorporate just a 
division of a single business. Also see 214 and 215 for the tax ad­
vantages of having the unincorporated entity transfer one or more 
separable businesses to one or more corporations.
302 Limited Liability
A sole proprietor cannot limit his risk of financial loss in a business 
venture to a fixed investment. His entire personal fortune is subject 
to the claims of creditors against the business. True, many hazards 
are insurable, but it may be impractical or impossible to insure against 
the maximum potential liability in every possible area.
Insofar as personal liability for business losses is concerned, a gen­
eral partner is, if anything, more exposed than a sole proprietor. A 
general partner is not only personally liable for his share of the part­
nership’s liabilities, but also his co-partners’ shares (subject to a right 
of reimbursement from them). A partner’s liability can be limited, 
but he must actually be an inactive partner as well as designated a 
limited partner.
The corporate form enables an entrepreneur actively engaged in a 
business to limit his risk to the amount of his stated investment. Ordi­
narily, the stockholder, as a separate entity, is not personally liable for 
the corporation’s debt. Some of the exceptions to limited liability are 
provided by state law. Thus, some statutes hold stockholders of an 
insolvent corporation personally liable for wages owed to employees.1 
The stockholders of professional service corporations are held person­
ally liable for liabilities arising from the rendering of professional 
services,2 or are exonerated only if the corporation carries personal 
liability insurance meeting minimum standards.3
Furthermore, under certain circumstances, the courts will disregard 
the corporate entity to hold the stockholders personally liable for
1 For example, Massachusetts, Michigan, and Pennsylvania.
2 For example, Oklahoma.
3 For example, Colorado.
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corporate debts. In connection with setting up the capital structure of 
corporations, it is noteworthy that the courts of some states consider 
gross undercapitalization a circumstance justifying a disregard of the 
corporate entity.4 Moreover, it may be necessary for the stockholders 
to waive limited liability with respect to specific corporate debts, that 
is, to personally guarantee repayment of loans and credit extended to 
the corporation.
Reflections. Limited liability, always an alluring attribute of the cor­
porate form, has become even more attractive in this era in which 
the amounts and areas of liabilities for personal injury, negligence, 
etc., are constantly increasing and expanding. Clearly, the corporate 
form is preferable for an entrepreneur who wants to risk only a 
fixed amount in a business venture in which he is actively engaged.
303 Continuity of Enterprise
There is continuity of enterprise if the business itself continues in 
existence without interruption when there are changes in the identity 
of owners. A sole proprietorship, as such, naturally terminates with 
the death of the owner or his transfer of an interest in the business. 
In the case of death, the business itself will usually have to be liqui­
dated with reasonable speed, with all the adverse consequences of 
forced liquidations. Even provisions in a sole proprietors will which 
completely and explicitly authorize the executor to continue, without 
personal liability, the active conduct of the business may not effec­
tively prolong the life of the business. For one thing, the executor 
may decline to exercise such authority since he would be personally 
liable to third parties for claims arising from his conduct of the busi­
ness, to the extent the estates assets are insufficient.
By operation of law, a partnership is dissolved when a partner dies 
or withdraws from the firm. Nevertheless, the partnership, as an 
operating entity, may continue an uninterrupted existence by appro­
priate provisions in the partnership agreement.
A certificate of incorporation will ordinarily endow a corporation 
with perpetual existence, but some certificates (voluntarily or because 
of state law) provide for a limited life. Both the legal and operating 
existence of a corporation is unaffected by the death of its stock­
4 For example, California and New York.
75
holder—even a sole stockholder. A corporation remains alive until it 
is affirmatively dissolved (or its fixed lifetime expires). The executor 
or administrator of a deceased stockholders estate will generally be 
able to continue holding stock of a closely held business as an in­
vestment, and will not have to promptly liquidate the corporation.
Reflections. Theoretically and actually, if it is desired to indefinitely 
continue the existence of a business despite the death of an owner 
or any other change in ownership, the corporate form is the best 
form and the sole proprietorship is the worst. Insofar as continuity 
after changes in ownership is concerned, the negative is accentu­
ated under the noncorporate form—the entity is liquidated unless 
its continuation is affirmatively required. In contrast, the positive 
is accentuated under the corporate form—the corporation remains 
in existence unless its liquidation is affirmatively required.
Of course, many corporations have short lives while there are 
partnerships, especially professional and stock brokerage firms, 
which seem to have perpetual life. Obviously, the continuity of an 
enterprise depends on more than the form chosen. For example, a 
stock brokerage business which had been conducted for decades as 
a partnership was incorporated when the dominant partner died, in 
order to obtain limited liability for the widow who inherited his 
interest. After only a few years the corporation was liquidated, 
ending the life of the business.
3 04  Centralization of Management
Centralization of management exists when the owners of a business 
delegate to a smaller group of persons (or one person) continuing 
exclusive authority to make the management decisions necessary for 
the conduct of the business. In other words, there is centralization of 
management where the managerial authority has been separated from 
the owners as a group, although individual owners may become mem­
bers of the managerial group.
Sole proprietorship. A sole proprietor will rarely concentrate con­
tinuing managerial power in others. If a sole proprietor surrenders 
his managerial authority to such an extent that there is centralization 
of management, he has probably created a trust.
Partnerships. Few large partnerships hold town hall meetings for
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every managerial decision. Invariably, the partnership agreement will 
concentrate in a managing partner, or an executive committee, the 
exclusive authority to make independent decisions. Internally, at 
least, such an agreement results in centralization of management. Ex­
ternally, however, such a partnership arrangement will not prevent a 
partner outside the management group from effectively exercising a 
power of management in dealings with outsiders who are not aware 
of his lack of authority; therefore, there is no centralization of man­
agement, at least according to Reg. Sec. 301.7701-2(c). In small 
partnerships there will rarely be centralized management.
Corporations. Since the authority to continuously manage a cor­
poration’s affairs is vested solely in the board of directors, there is 
centralized management. However, if a sole stockholder is chairman 
of the board of directors and president of a corporation, centralized 
management exists only in theory.
Reflections. Whatever its merit as a crucial criterion for determining 
whether an association is taxable as a partnership (Reg. Sec. 301.7701- 
2 (c )) , centralization of management should be given little weight 
in deciding whether or not to incorporate. However, it is likely, 
although not readily provable, that incorporation will lead to im­
provement in the management of business in one respect. Because 
it is a routine practice to appoint and delegate authority to vice 
presidents and assistant vice presidents, a good middle management 
group is naturally developed under the corporate form. I t seems 
that partnerships, however, even those with strong top manage­
ment, tend to be soft in the middle management sector.
Of course, if the incorporation study discloses that the unincor­
porated entity has failed to adequately centralize managerial au­
thority at the top or in the middle, the deficiencies can be remedied 
by simply revising the entity’s management structure along cor­
porate lines; incorporation is not necessary.
305  Restrictions on Transferability of Interests
Free transferability of a business interest exists when one member 
of the organization can transfer his interest (including all the in­
herent rights and privileges) to an outsider, without either the consent 
of the other members or the causing of a legal dissolution of the 
organization. Ordinarily, free transferability is a highly desirable
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attribute. But in the case of a closely held business, limited transfera­
bility is better, if not essential, for the continuity of the business. 
When one owner withdraws, the others will want the right to at least 
turn “thumbs down” on anyone to whom he might want to transfer his 
interest. The freedom and manner of transferring equity interests in 
the various kinds of business organization are summarized below.
Sole proprietorships. Interests in a sole proprietorship are obvi­
ously freely transferable. Since each asset and liability must be indi­
vidually transferred, there will be more detail involved in the sale 
or exchange of proprietorship interests than there will be for other 
kinds of interests.
Partnerships. A partner can transfer his interest only to the extent 
specifically consented to by the partnership agreement or the partners. 
Such consent is usually limited to admitting the estate or beneficiary 
of a deceased partner into the firm for a short period of time. The 
transfer is usually effected by the partnership agreement and, if a lim­
ited partnership is involved, the filing and publishing of notices of 
change.
Corporations. In contrast to partnership interests, a stock interest 
in a corporation is freely transferable except to the extent reasonable 
restrictions have been explicitly placed on alienation. Free transfer- 
ability is generally as undesirable for shares of a closely held corpora­
tion (really an “incorporated partnership”) as for interests in a 
partnership. Therefore, restrictions are usually placed on the transfer 
of closely held stock. Only reasonable restrictions are valid; what is 
considered reasonable will vary from state to state. Generally, it will 
be reasonable if each stockholder is required to first offer his shares to 
the corporation and then to other stockholders at a formula price, 
before selling the shares to outsiders. Such restrictions should be 
inserted in the certificates of incorporation (or at least in the bylaws) 
and conspicuously printed on the stock certificate. Finally, shares of 
stock may be transferred mechanically simply by endorsement of the 
stock certificates and registration of the change of ownership in the 
corporation’s stock record books.
Reflections. Actually, free transferability of stock interests is an ob­
jection to the incorporation of a partnership; but it is possible to 
place reasonable restrictions on stock transfers. Insofar as deciding
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whether to incorporate a sole proprietorship, this factor is mean­
ingless.
306 Flexibility and Freedom in Doing Business
Changing to the corporate form means more restrictions and regu­
lations on doing business. Governmental controls to which a given 
business will be subject under any form are disregarded in the fol­
lowing discussion.
Sole proprietorships. Except for having to register the use of a 
fictitious name, an individual has complete flexibility and freedom in 
operating a business under the sole proprietorship form. To start and 
stop doing business, a sole proprietor simply opens and closes the 
doors of his place of business. He can conduct his business informally, 
and change the capital structure and the nature of the business when 
and as he chooses.
Partnerships. Partnerships enjoy substantially the same flexibility 
and freedom in doing business as sole proprietorships do. To assure 
limited liability for some partners, however, a limited partnership 
must comply with statutory requirements for filing and publishing the 
partnership agreement. When a partnership is terminated, notification 
and publication are necessary to protect one partner against continu­
ing liability for the acts of another partner.
Corporations. For corporations, there are restrictions and regula­
tions from conception to liquidation. Before a corporation can begin 
to “breathe,” its name must be approved, incorporation fees must be 
paid, and its certificate of incorporation must be approved. A corpora­
tion must be operated in a formal manner—holding stockholders’ and 
directors’ meetings regularly and keeping minutes of the meetings. 
Changes in capital structure or business activities may have to be 
approved by the state. Before a corporation can stop “breathing,” 
fees must be paid and a dissolution certificate obtained.
Reflections. Governmental restrictions and regulations are unfavor­
able attributes of the corporate form. But they should hardly affect 
a decision to incorporate; they are no more difficult to live with 
than most of the other governmental controls to which a business 
operated under any form is subject. In fact, if a closely held busi-
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ness has been too loosely operated, even perfunctory compliance 
with the formalities of the corporate form can prove beneficial.
307 Capital Growth
The corporate form is clearly superior to the unincorporated form 
for both attracting new paid-in capital and for accumulating earnings 
as capital. Insofar as borrowing capital for a closely held business is 
concerned, both forms of businesses are really in the same position. 
In the following discussions, only corporations and partnerships will 
be compared; it is a safe generalization that, for satiating capital 
needs, sole proprietorships are in a poorer position than partnerships.
Paid-in capital. Because of its limited liability attribute, a cor­
poration is better able to attract new paid-in capital than a partner­
ship. An investor in stock usually risks only the loss of the amount he 
is required to pay for the stock; a general partner risks the loss of 
his personal wealth in addition to the amount he specifically in­
vested. A limited partner's risk of loss is limited to the amount of his 
investment; but he cannot be active in the business, as investors in 
closely held businesses usually are.
Corporations can attract new capital more readily than partner­
ships from high-ordinary-income individuals. Investments in stock 
can yield tax-privileged capital gains. On the other hand, unless the 
business itself is generating capital gains, the investor in a partner­
ship will usually realize only ordinary income.
Although free transferability of stock interests would enable a cor­
poration to attract more capital investments than a partnership, this 
advantage is not normally available to a close corporation. As ex­
plained in 305, restrictions will usually be placed on the transferability 
of closely held stock.
Accumulation of earnings. Ignoring state taxes on income, a cor­
poration generally retains 52 per cent of its earnings while a partner 
filing a joint return will retain less than 50 per cent (as little as 30 
per cent) of his share of partnership earnings if such share is in 
excess of $44,000 ($22,000 if a separate return is filed). Thus, assum­
ing the same salary or drawings are retained by the owners of a 
business for personal living expenses, a corporation will be able to 
retain as much as 73 per cent more of its earnings than a partnership— 
that is, 52 cents/30 cents =  173 per cent. (See the case study in the 
Appendix, particularly Exhibit B-10, page 251.)
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Borrowed capital. It might appear that a corporation, because of 
its limited liability attribute, would be less able to raise borrowed cap­
ital than an unincorporated entity. However, if stockholders guarantee 
repayment of a corporate loan, the corporation would have the same 
borrowing capacity as if it were not clothed with limited liability. 
Thus, as a practical matter, an unincorporated entity is in no better 
position to borrow than a corporation. In the final analysis, money­
lenders rely on the reputation of the borrower and his ability to repay, 
not on whether the borrower is a corporate or unincorporated entity.
Reflections. There is also an intangible which, in the author’s opin­
ion, is as important as the lower tax rates to a corporation’s ability 
to accumulate more earnings than a partnership. Under the cor­
porate form, it is necessary to affirmatively require shareholders to 
reinvest their after-tax earnings. In the event of inertia or disa­
greement about distributions, a corporation automatically accumu­
lates earnings while a partnership automatically distributes earnings. 
Even where a partnership’s policy is to require reinvestment of 
after-tax income, from time to time partners may request permis­
sion to withdraw earnings for personal needs. Such a request places 
the managing partner or the other partners in a dilemma—if the 
request is denied, there will be an unhappy partner; if the request 
is granted, there may be a general break-down of the capital growth 
program.
All things considered, a business which has a great need for 
capital should incorporate, unless there are compelling reasons for 
not doing so.
308 State and Local Taxes
A given business will probably incur greater and more numerous 
non-federal income tax liabilities under the corporate form than under 
a noncorporate form—especially if it is engaged in multi-state activi­
ties. For practical reasons, only a general comparison is made here 
of the principal taxes other than federal income taxes to which 
corporations and unincorporated entities are subject. Excluded from 
this discussion are taxes (e.g., federal excise tax) exacted from a 
business regardless of the form in which the business is conducted.
Initial taxes. An unincorporated business may be required to pay 
nominal filing fees for using a fictitious name. Otherwise, an unin­
corporated entity may start doing business without first paying
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federal, state or local fees and taxes. There are no initial federal taxes 
levied against corporations.
Invariably, fees and taxes must be paid to a state before business 
can be begun there under the corporate form. A domestic corporation 
must usually pay a filing fee and an organization tax to the state in 
which it is organized. The filing fee relates to the certificate of in­
corporation and amendments to it; such fees rarely exceed $50. The 
organization tax is usually computed on the amount of capital stock 
authorized; the rates vary from state to state. For example, the tax 
may be computed at the rate of 10 cents or 50 cents for each $1,000 
of par value stock, or at 5 mills or 5 cents per share on no-par value 
stock. There may be a minimum organization tax, such as $10. Subse­
quent increases in capital structure may entail additional organization 
taxes, based on the changes in authorized capital stock.
Corporations organized in one state will have to pay initial taxes 
for the privilege of doing business in another state (as a foreign 
corporation). The initial fees and taxes imposed by a state on foreign 
corporations will be comparable to those levied on domestic corpora­
tions (see the preceding paragraph), except that the organization tax 
will be computed on only the amount of capital stock allocable to 
the state.
Income-franchise taxes. Each year, domestic and foreign corpora­
tions must pay a franchise tax for the privilege of doing business in 
a state. The tax is computed in different ways by different states, 
although there is invariably a minimum tax, such as $25. The tax 
may be based on capital alone, or on capital or net income with the 
greater amount being the liability. Some states will impose taxes based 
on both capital stock and net income. Usually, only the capital or net 
income allocable within a state will be the basis of the tax.
Relatively few states impose taxes on the income or capital of unin­
corporated businesses. Where such a tax is imposed, usually it will 
be based on income and the rate will be lower than the corporate 
rate. However, although the unincorporated business income tax rate 
may be lower than the corporate income (franchise) tax rate, the 
overall tax liability (tax liability of the owners of the business plus 
the tax paid by the business) can be greater under the noncorporate 
form if the state levies a personal income tax. The income of the 
unincorporated entity will be double taxed, the extent depending on 
the source of business income and residence of the owners. Corporate 
income is not exposed to double state taxation unless distributed.
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Taxes on transfers of equity interests. There seem to be no state 
taxes on the transfer of an equity interest in a sole proprietorship (as 
such) or in a partnership. A few states impose taxes on the transfer of 
shares in a corporation. The stock transfer taxes, which may be five 
cents a share or so, will be inconsequential to a closely held corpora­
tion since its shares will not be actively traded. There are no federal 
taxes on transfers of equity interests in a sole proprietorship, partner­
ship or corporation.
Payroll taxes. Insofar as ordinary employees are concerned, the 
payroll tax liability of a business will not be affected by incorporation. 
Insofar as working owners are concerned, however, there will be a 
difference. An unincorporated entity is not liable for federal or state 
payroll (social security, unemployment and disability insurance) taxes 
on compensation paid to sole proprietors or partners, but a corporation 
must pay such taxes on salaries paid to employee-stockholders. On 
the other hand, a sole proprietor or partner must pay a social security 
(self-employment) tax at a higher rate than the employee-stockholder 
must personally pay.
Considering that the corporation can deduct its portion of the 
payroll taxes paid on employee-shareholders’ compensation while 
none of the self-employment tax is deductible, the difference in payroll 
tax liabilities under the noncorporate and corporate forms can be 
dismissed as minimal.
Reflections. If a business is operated in several states, partial or 
divisive incorporations along state lines may save state and local 
taxes, by avoiding arbitrary allocation rules which result in tax­
ation of the same income by more than one jurisdiction. (See 214 
and 215 for potential federal tax savings.)
The importance of state and local taxes in a decision to incor­
porate is halved by their deductibility on the federal return. In other 
words, about half of any extra cost (or saving) will be recovered 
from (or given up to) the federal government.
309 The Image Question
Today, justifiably or not, “what he looks like” is considered at least 
as important as “what he really is like.” Therefore, the incorporation 
team will have to resolve the “image” question—“What will be the 
effect on the customers (clients), creditors, and employees if the 
form of the business is changed from a warmhearted, human pro­
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prietorship or partnership to a heartless, artificial corporation?” As 
might be inferred from the language used, the author’s answer is “No 
effect whatever—no matter what trade or business is involved.” The 
experiences and analyses which support this conclusion are reviewed 
below.
Effect on customers (clients). When brokerage firms were first per­
mitted to incorporate in the 1950’s, a principal concern of a firm 
contemplating incorporation was whether such action would cause 
customers to switch their accounts to other firms which continued to 
operate as partnerships. After considerable experience with such in­
corporations, the author knows of no firm which lost a significant 
amount of business upon its incorporation, even when stock brokerage 
corporations were novel creatures. Today, when pondering whether or 
not to incorporate, brokerage firms give little consideration to the 
effect-on-customers factor. We think this experience will prove true 
in the incorporation of any trade or business; traditionally, the cor­
porate form had been thought of as inimical to the conduct of a stock 
brokerage business as to the practice of a profession.
Effect on creditors. Creditors are practical; they would rather ex­
tend credit to heartless corporations who pay than to warm-hearted 
humans who don’t. Trade creditors or lenders will not stop doing 
business with good payers simply because the latter have incorporated. 
Of course, if a corporation is not adequately capitalized, creditors will 
insist on outside assurances of payment; but, essentially, the same 
thing is true of a poorly capitalized proprietorship or partnership.
Employees. The average employee will not leave a business merely 
because it is incorporated. An employee who wants to personally use 
his income immediately and who expects to become a partner, might 
object to working for a corporation. A current profit-sharing bonus 
could induce such an individual to stay. The foregoing analysis applies 
to prospective employees as well.
Insofar as retaining and obtaining key employees is concerned, the 
corporation enjoys one pronounced edge over the unincorporated en­
tity. More high-sounding titles are available for satisfying the personal 
pride and prestige of more employees under the corporate form than 
under any of the other business forms.
Reflections. It is one man’s conclusion that a given business will 
enjoy substantially the same image with its customers, creditors and 
employees, whether it is incorporated or unincorporated.
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Chapter 4
The Incorporation Transaction
401 General
This chapter will be geared to focusing and disposing of the “how, 
which, when, where and what” questions relevant to the incorporation 
transaction itself, namely:
a. How can the incorporation transaction be shaped so as to be 
wholly tax free, or partly tax free and partly taxable, or wholly 
taxable? (See 402, 403 and 404.)
b. Which method should be used for the incorporation of a going 
business conducted by a partnership:1 direct transfer of net assets 
by the partnership to the corporation; indirect transfer of net 
assets (i.e., liquidating distribution to the partners and convey­
ance by them to the corporation); or the transfer of partnership 
interests to the corporation? (See 405.)
c. When is the proper time for the incorporation transaction? (See 
406.)
d. Where should the corporation be organized? (See 407.)
e. What state and local taxes may be incurred in an incorporation 
transaction? (See 408.) 
1 Of course, there is only one method available for incorporating a sole pro­
prietorship—the direct transfer of assets by the proprietor to the corporation.
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Note that this text is not concerned with the following transactions 
which look like incorporations but are treated as reorganizations under 
the tax law:
(i) The incorporation of a business which had been taxed as a cor­
poration, voluntarily or involuntarily. (See 102.4 and 102.6.)
(ii) The transfer of assets by one corporation to a newly formed cor­
poration, and the distribution of the new corporation's stock to 
the shareholders of the old corporation.2 However, if the stock 
of the new corporation is retained by the old corporation, cre­
ating a parent-subsidiary relationship, Sec. 351 will usually 
apply. (See 102.3.)
402 Wholly Tax-Free Incorporation
There are two parties to an incorporation transaction:
a. The transferee, i.e., the corporation.
b. The transferors, i.e., the owners of the unincorporated business.
The Transferee—Corporation. I t  is highly improbable that a newly 
formed corporation will realize taxable income upon its acquisition 
of a going business—whether the transaction be taxable or tax free 
from the transferor's viewpoint. To the extent stock is issued, Sec. 
1032 provides that no gain or loss shall be recognized upon the receipt 
of money or other property by a corporation in exchange for its stock. 
To the extent that consideration other than stock (such as money 
or debt) is given by the corporation, the transaction would be simply 
a purchase—which could hardly create taxable income for a newly 
organized corporation. Even though no or inadequate consideration is 
given to a transferor, the transaction may qualify under Sec. 118 as 
a nontaxable contribution to the capital of the corporation. A corpora­
tion could realize taxable income to the extent it agreed to furnish 
goods or services as consideration for properties, but this would be 
unusual in an incorporation transaction.3 Therefore, this chapter will 
be concerned with the recognition and treatment of gain or loss 
solely from the viewpoint of the transferors.
2 See Sec. 368(a)(1)(D ).
3 See Community T. V. Assn, of Havre, 220 F Supp. 270, 9 AFTR 2d 1084, 62-1 
USTC ¶9340.
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The Transferors—Owners. Gain or loss is invariably “realized” by 
the transferors of a going business. That is, the value of the stock or 
securities received by the incorporators necessarily equals the value 
of the going business—and since the fair value of a going business 
rarely equals exactly the tax basis of its net assets (including good­
will), gain or loss is invariably realized. Furthermore, gain will be 
realized on the incorporation of almost any successful business because 
it will own goodwill the value of which will exceed its (usually zero) 
tax basis.
However, a realized gain on an incorporation will not be recognized 
(taxable) when the incorporation transaction is tailored to meet all 
the requirements of Sec. 351. This section is designed especially to 
facilitate the tax-free change from the unincorporated form to the 
corporate form of conducting a business; tax-free treatment is based 
on the sound ground that any gain realized on the change in form 
is more theoretical than economical. However, note that although the 
incorporation transaction itself may create no taxable income, incor­
poration can generate tax liabilities for the incorporators which they 
would not otherwise have incurred. For example, incorporation may 
trigger the recapture of a reserve for bad debts or investment credit, 
or accelerate the time for the reporting of income by an entity using 
the completed contract method of accounting.4
A gain realized on an incorporation will not be wholly free of 
income and gift taxes for each incorporator unless all of the following 
requirements are satisfied:
a. Only “property” is transferred to the corporation. To the extent 
that services are transferred, the transferor will realize income. 
However, such a transfer will not necessarily make the incor­
poration transaction taxable. (See 402.1 and 402.2.)
b. The transferors of the property have “control” of the corporation 
“immediately after the exchange.” If the transferors—as a group- 
do not have control, Sec. 351 is not at all applicable. (See 402.2.)
c. Solely stock or securities of the corporation itself are received by 
the transferors. Gain will be recognized in a limited amount where 
money or other property (boot) is received by the transferors. 
(See 402.3.)
4 See Chapter 6.
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d. The liabilities owed by the transferors which are assumed by the 
corporation are not more than the tax basis of the properties trans­
ferred, and the assumption of such liabilities is motivated by a 
bona fide business purpose and not by a tax avoidance purpose. 
Violation of this requirement will not necessarily cause all the 
gain realized by each transferor to be taxable; the result will be 
similar to the violation of the no-boot requirement. (See 402.4.)
e. The values of the stock and securities received are not substan­
tially disproportionate to the value of the property transferred by 
each shareholder. Disproportionate exchanges will not disqualify 
the incorporation transaction itself from being wholly tax free, but 
will create some sort of tax liability for one or more incorporators. 
(See 402.5.)
f. Where the corporation is to be organized in a foreign country, the 
Commissioner rules in advance that the transaction is tax free. 
Unless the advance ruling is obtained, gains may be wholly tax­
able. (See 402.6.)
g. The transferee corporation is not a diversified investment company. 
Sec. 351 is inapplicable to such transactions. (See 402.7.)
Finally, Sec. 351 does not limit the kind of “person” who may par­
ticipate as a transferor in a Sec. 351 transaction. Transferors may 
include individuals, trusts, estates, partnerships, associations, com­
panies or corporations,5 whether or not they are residents or citizens 
of the United States.
Reflections. Tax-free treatment of gain realized on an incorporation 
transaction is not necessarily ideal. It may be advisable to shape the 
incorporation transaction so that it fails to fit in the tax-free groove. 
(See 404.) As to a loss transaction, Sec. 267 (prohibiting losses be­
tween related taxpayers) and Sec. 351 together make it virtually 
impossible for a transferor to deduct a loss realized on an incor­
poration transaction.6
402.1 Property Transferred to Corporation. Only “property” 
can be transferred tax free to the corporation. Sec. 351 specifies that 
services rendered cannot qualify as property. Property has been given *6
5 Reg. Sec. 1.351-1.
6 See 404.1 for the discussions of these points. 
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a much broader meaning in the context of Sec. 351 than in other tax 
contexts such as in the capital gain provisions.7 Thus, there is no 
doubt that money is “Sec. 351 property.”8 There are no statutory 
definitions justifying the different meanings, but the looser interpre­
tation of property for purposes of Sec. 351 does aid its purpose— 
to facilitate tax-free incorporations.9 The fact that the property was 
created by personal services does not affect its character as property. 
Thus, patents, goodwill, secret formulas, carved-out oil payments,10 1
and possibly even “know how”11 qualify as Sec. 351 property.
There are two possible adverse consequences to receiving stock 
for services:
a. The value of the stock (or securities) will constitute ordinary 
taxable income to the incorporator when received.
b. Unless stock is also issued for property to the incorporator receiv­
ing stock for services, none of the stock received by him will be 
includible in determining whether the incorporating group held 
the requisite control.12
Stock issued for services rendered, or to be rendered to or for the 
benefit of the corporation by independent contractors (including ac­
countants, attorneys, promoters) and employees are clearly not issued 
for property.13 But a close question arises when stock is issued to a 
cash-basis taxpayer for an account receivable arising from services 
rendered to the unincorporated entity or its owners. If the stock is 
considered as having been issued for property (accounts receivable), 
not only will the time for taxation be postponed but also compensation 
income will be converted into capital gain (subject to the collapsible 
corporation rules of Sec. 341). Nevertheless, some court decisions 
suggest that this is so.14 But a court of appeals recently decided that
7 For a restricted concept of property, see Gillette Transport Inc., 364 US 130, 
5 AFTR 2d 1770, 60-2 USTC ¶9556.
8 GCM 24415, CB 1944, 219.
9 Humpty Dumpty didn’t write the Internal Revenue Code but he may have had 
it in mind when he scornfully told Alice of Alice in Wonderland, “When I  use 
a word, it means just what I choose it to mean—neither more nor less.”
10 H. B. Zachry Co., 49 TC 73.
11 See Rev. Rul. 64-56, CB 1964.
12 This will be discussed further in 402.2.
13 Reg. Sec. 1.351-1 (a) (1)
14 Compare Roberts, Inc., 5 TC 1, acq.
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stock issued for a contingent partnership interest arising from the 
performance of services for the partnership constituted ordinary tax­
able income when received, thus effectively disqualifying the con­
tingent partnership interest as “property” which could be transferred 
tax free in a Sec. 351 transaction.15 Although not free from doubt, the 
Commissioner is apparently willing to agree that stock issued for 
services rendered by  a cash basis unincorporated entity to its cus­
tomers before incorporation is issued for property.16
Reflections. When a going business is being incorporated, the “prop­
erty only” requirement will rarely prevent the transaction from 
qualifying for Sec. 351 treatment.
402.2 Control Immediately After the Exchange. Sec. 351 is 
wholly inapplicable to an incorporation transaction unless the trans­
ferors of property “control” the corporation “immediately after the 
exchange.” Insofar as Sec. 351 is concerned, where both requirements 
have not been satisfied, gains and losses realized will be recognized.17
“Control.” To be in control, the transferors of property, as a group, 
must own directly (not indirectly or constructively) stock represent­
ing at least 80 per cent of the total combined voting power of all 
classes of stock entitled to vote and 80 per cent of the total number 
of shares of each class of nonvoting stock.18 Computing “voting power” 
can be troublesome whenever voting rights are distributed on some­
thing other than a one share-one vote basis. “Entitled to vote” pre­
sumably refers only to stock with ordinary voting rights, such as are 
usually exercised at regular stockholders’ meetings and excludes 
stock whose voting rights are exercisable only on the occurrence of 
contingencies (e.g., only after dividends are not paid), or only on 
extraordinary matters (e.g., on a merger proposal).19
Subject to the “immediately after” requirement reviewed below, the 
80 per cent control test will be naturally satisfied when a sole pro-
15 See Frazell, 5 Cir., 335 F2d 487, 14 AFTR 2d 5119, 65-2 USTC ¶9684.
16 See 602.
17 However, Sec. 267 will probably bar recognition of the loss; see 404.1.
18 Rev. Rul. 59-259, CB 1959-2, 115.
19 There is no authority directly on point, but any other conclusion would have 
the illogical result of making almost every preferred stock a voting stock. See 
Reg. Sec. 1.302-3(a) (3).
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prietorship is incorporated.20 Where there are two or more trans­
ferors of property, they are grouped and treated as one transferor (i.e., 
as a sole proprietor) in computing the percentages of stock owned 
after the exchange. Thus, each transferor of property can acquire a 
disproportionate amount of each class of stock; for example, one of 
two transferors could acquire all the voting stock while the other 
acquired all the nonvoting stock.21 Furthermore, literally, a controlling 
group of transferors would be receiving “stock or securities” where 
one acquired all the stock and the other acquired all the securities 
issued in the incorporation transaction.22
All stock issued to a transferor of property is includible in the 
control computation, although part was issued for services rendered 
and is therefore taxable as ordinary income. However, the issuance 
of a nominal amount of stock for property to a person otherwise re­
ceiving a substantial amount for services rendered will not serve to 
qualify transfers of properties by others for tax-free treatment; in 
such circumstances, the stock issued for services will be disregarded 
in the control computation.23
The following example is intended solely to illustrate how loosely 
“control” may be interpreted; it is not intended as a model incor­
poration transaction. (See Reflections at the end of this subsection.)
example. Pursuant to an incorporation agreement, A transferred 
his sole proprietorship to Excorp for all its voting common stock, B 
transferred a building for all its nonvoting common stock, C trans­
ferred a patent for all its debentures, and D transferred cash and 
a claim for services rendered in organizing Excorp for all its
20 Although not relevant to transfers to newly formed corporations, note that 
Sec. 351 applies to a transaction in which the transferor retains 80 per cent 
control as well as one in which he increases his stock interest to 80 per cent. 
For example, a sole proprietor may transfer his business tax free to his existing 
one-man corporation, or to one in which he owned 79 per cent of its stock 
before and 81 per cent after the transfer.
21 See Gus Russell, Inc., 36 TC 965.
22 Oddly, there is no authoritative pronouncement on this pattern. The transferor 
taking the security would be better advised to take some preferred stock so as 
to give him a continuing equity interest in the business. See Bittker & Eustice, 
Federal Income Taxation of Corporations and Shareholders, 2d Ed., pages 
68-69 and 75-76. (Incidentally, Chapter 3 of this book provides an excellent 
technical discussion of Sec. 351.)
23 Reg. Sec. 1.351-1 (a) (1) (ii).
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preferred stock. A, B, C and D are treated as a single trans­
feror since they all transferred property; thus, they are assumed 
to be in control of Excorp. Accordingly, only D will realize tax­
able income and only to the extent of the value of the stock he 
received for services. However, if the cash paid in by D was 
merely window-dressing to qualify him as a transferor of property, 
the stock issued to him for services will be excluded in determining 
whether the transferors of property held control of Excorp.24
“Immediately After.” To have control “immediately after the ex­
change,” it is not necessary to have simultaneous exchanges by two 
or more persons provided that there is a pre-existing agreement to 
make such exchanges and the agreement is duly carried out.25 Thus, 
in the preceding example, B could deliver the real estate deed to 
Excorp a month after the others completed their transfers.
The litigation with respect to the “immediately after” requirement 
is usually concerned with whether or not there was a pre-existing 
agreement, understanding, or intention by one transferor to promptly 
dilute his stockholdings to such an extent that the transferors as a 
group would not really be in control when the incorporation transac­
tion is consummated. The results of such litigation are not entirely 
reconcilable, but the cases seem to agree that the critical question is, 
Were the original issuance of stock and the subsequent transactions 
in which the transferors lost control of the corporation so interde­
pendent that the legal relationships created by one transaction would 
have been fruitless without the completion of the other transaction? 
Where the answer is “yes,” the transferors will not be considered to 
be in control “immediately afterwards.” There are four fact patterns 
in which the question usually arises: gift, sale, transfer for promotional 
services and a distribution by a corporate transferor. These fact pat­
terns and their tax consequences are summarized below.
Gift by a transferor. Promptly after incorporating a sole proprietor­
ship, a father gives 21 per cent of the stock to his son. One court has 
held that the “immediately after” test is satisfied because instantane­
ously after the transaction the father had the legal right to do as he 
wanted with 100 per cent of the stock.26 But where the stock
24 Compare Example (3) in Reg. Sec. 1.351-1(a) (1).
25 Reg. Sec. 1.351-1 (a) (1).
26 Willgard Realty Co., Inc., 127 F2d 514, 29 AFTR 325, 42-1 USTC ¶9452.
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was transferred directly by the corporation to the son, another court 
held that the “immediately after” requirement is not satisfied.27 The 
difference in the manner in which the stock is issued hardly justifies 
the difference in result. The first decision seems more realistic, espe­
cially since a donor may renege on a proposed gift at any time before 
it is fully completed. In any event, the better way to arrange for a 
contemplated gift of stock is to have the donee buy more than a 
nominal amount of stock with his funds (whatever the source), and 
to have the controlling transferor make a gift of additional stock to 
the donee. Then the donee would independently qualify as one of 
the transferor group.
Sale by transferor. A sale of stock by one of several transferors 
shortly after the incorporation transaction drops the percentage of 
stock held by all transferors below the 80 per cent mark. Unless there 
is a preexisting agreement or understanding to make such a disposi­
tion, the sale will be considered as made later than “immediately 
after” the incorporation transaction.28 Since a preexisting agreement 
to sell by one transferor can create unexpected tax liabilities for the 
other transferors, it may be advisable to get a ‘‘le tter of intent” from 
each transferor to the effect that he has no preexisting commitment 
to sell any of his stock, and will not do so for a period of time (such 
as 60 days) without the consent of the other persons to the transaction.
Transfer for promotional services. I t  is contemplated at the time 
of organization that the corporation will issue additional stock to 
raise needed capital, and will do so through underwriters who will 
receive stock for their services. The public offering is successfully 
made, and the stock transferred to the underwriters for services is 
sufficient to cause the original incorporators to lose “control” of the 
corporation. Under such facts, the transfer to the underwriters does 
not result in an “immediate” loss of control, provided that the business 
would have been incorporated whether or not the public offering 
was completed.29
27 Florida Machine & Foundry Co., 168 F2d 957, 36 AFTR 1161, 48-2 USTC 
¶9329.
28 See Rev. Rul. 55-36, CB 1955-1, 340; and May Broadcasting Co., 200 F2d 
852, 42 AFTR 1039, 53-1 USTC ¶66048. Compare Portland Oil Co., 109 F2d 
479, 24 AFTR 225, 40-1 USTC ¶9234.
29 See American Bantam Car Co., 11 TC 397, and the cases cited there. That case 
is not directly on point in that the stock was conveyed to the underwriters by 
the incorporators, but it is applicable in principle.
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Incidentally, whenever cash is to be contributed by one transferor 
and properties by another at separate times, the property should be 
transferred first. Then, whether the transfers are separated or inte­
grated, the transferor of the property—solely or in conjunction with 
the transferor of cash—will be in control “immediately after” the 
completed transaction. However, when cash is transferred first for 
what will ultimately be over 20 per cent of the total stock, a subse­
quent transfer of property will not be considered to be made by a 
transferor with 80 per cent control, if the transactions are viewed 
independently. In other words, stock issued by a corporation cannot 
retroactively convert a prior tax-free incorporation into a taxable one, 
unless the later stock is issued for something other than money or 
property.
Distribution by corporate transferor. Sec. 351(c) provides that any 
distribution of stock by a transferor which is a corporation shall be 
disregarded in determining whether the transferors are in control 
immediately after the transaction. It has been ruled that where a 
parent exchanges 25 per cent of the stock of a newly formed sub­
sidiary in complete redemption of one stockholder's interest in the 
parent, the formation of the subsidiary qualifies as a tax-free incor­
poration.30
Reflections. This is as good a place as any to warn that the organi­
zation and reorganization sections of the Code are literally full of 
tax traps. Anyone taking the language of the sections literally will 
soon fall into tax controversy if not a tax deficiency.
example. Propie agrees to exchange his business for 10 per cent of
Zeecorp’s stock. Since he would not control Zeecorp after the 
exchange, the transaction would not be tax free. Therefore, a new 
corporation, Excorp, is formed; Propie transfers his business and 
Zeecorp transfers its assets to Excorp in exchange for all its stock. 
Zeecorp distributes to its other stockholders the Excorp stock re­
ceived in the exchange. Literally, the transferors, as a group, own 
100 per cent of Excorp’s stock after the exchange, and Sec. 351 
applies.
However, the IRS insists that Propie realized taxable gain, rea­
soning that Excorp was organized merely to enable Propie to transfer 
the appreciated assets without the recognition of gain. Under these 30
30 Rev. Rul. 68-298, IRB 1968-24, 13. 
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circumstances, the organization of Excorp merely constitutes a 
continuation of Zeecorp, and Propie cannot be considered to be in 
control of the continuing entity. (The IRS agrees that Zeecorp has 
no tax liability, but on the ground that it participated in a tax-free 
reorganization under Sec. 3 6 8 (a )(1 )(F ) rather than in a tax-free 
incorporation.)31 
402.3 “Solely Stock or Securities” Requirement. In order to 
have a wholly tax-free transaction, the transferors of property must 
receive “solely stock or securities” of the transferee corporation in 
the exchange. The receipt of money or other property (“boot”) does 
not make a transaction otherwise within the scope of Sec. 351 a 
wholly taxable one. Instead Sec. 351(b) provides that any gain 
realized is recognized only to the extent of the boot received, but that 
any loss realized shall not be recognized. Generally, the corporation’s 
assumption of business liabilities will not be considered taxable boot 
to the incorporators. (See 402.4.)
Stock. The word “stock” is not defined but it will include any 
equity interest in a corporation.32 Any kind of stock may be issued in 
any proportion among the incorporators; thus, one may receive only 
voting common stock, another only nonvoting common stock, and a 
third only preferred stock.
Reg. Sec. 1.351-1( a ) ( 1) asserts that stock rights or warrants do 
not qualify as stock. If correct, rights or warrants issued in a Sec. 351 
transaction will be taxable boot to the recipients. It is difficult to recon­
cile the regulation with the general rule that the distribution of rights 
to acquire the corporation’s own stock does not constitute taxable in­
come to a shareholder.33 To the extent that stock rights or warrants 
are issued as compensation for services rendered or to be rendered to 
the corporation (e.g., to promoters or underwriters), their value 
should constitute taxable income, but the propriety of such treatment
31 Rev. Rul. 68-349-IRB 1968-27, 16; compare Rev. Rul. 68-357, IRB 1968-28,10.
32 Of course, “stock” has to give the holder some real interest in the corporation's 
affairs. Labeling some impotent instrument “stock” will not be controlling for 
taxpayers. For example, a court refused to recognize a “Class B stock” as 
stock. The stock possessed neither voting nor dividend rights, it was subject 
to such other restrictions as the board of directors prescribed, and so forth. 
See Community TV Association of Havre, cited in footnote 3.
33 Sec. 305; see also June M. Carlberg, 281 F2d 507, 6 AFTR 2d 5316, 60-2 
USTC ¶9647.
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depends on the motive (compensation) for the issuance of rights or 
warrants, not their nature.34
Securities. Neither the Code nor the regulations provides a definition 
of “securities” or even guidelines as to its meaning. In fact, the IRS 
will not even issue private rulings on the subject.35 It is well accepted 
that “securities” refers only to debt obligations of a corporation when 
used in the organization and reorganization sections of the Code. 
(Although the exclusion of stock from the meaning is contrary to 
popular usage, the restricted meaning is natural since “securities” is 
used disjunctively with stock, i.e., “stock or securities.” ) I t is also clear 
that ordinary debts such as trade accounts payable do not qualify as 
securities. But it is difficult to predetermine whether a formal cor­
porate obligation to a shareholder will be considered a security 
(nonrecognition property) or ordinary debt (taxable boot). The 
following guidelines are offered, some of which admittedly are not 
required by court decisions, for qualifying a corporate debt as a 
nontaxable security.36
a. The obligation should be evidenced by a written note or bond. 
A contractual open account obligation will not qualify as a 
security.37 
b. The term of the note should be at least ten years, although a five- 
year note has been considered a security.38 It is generally accepted 
that the most important requirement (other than writing) is that 
the number of years should be high enough to give the creditor a 
“continuing interest” in the corporate affairs. (I t may seem per­
plexing to require a creditor to have a continuing interest in 
corporate affairs, other than its ability to repay him at maturity, 
but there is no doubt that a “security” connotes something more 
than an ordinary corporate debt.)
34 In view of the regulation, a close corporation, instead of issuing stock rights or 
warrants upon incorporation, should enter into a contingent stock contract. See 
Reflections at the end of this subsection.
35 See Rev. Rul. 63-28, CB 1963-1, 76; and Rev. Proc. 62-32, CB 1962-2, 527.
36 A purported debt which fails to qualify as a security could be still classified 
a nontaxable contribution to capital. See 205.
37 See Warren H. Brown, 27 TC 27; John W. Harrison, 235 F2d 587, 49 AFTR 
1767, 56-2 USTC ¶9768.
38 Camp Wolters Enterprises, Inc., 230 F2d 555, 49 AFTR 283, 56-1 USTC 
¶9314.
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c. The obligation should be negotiable and in "registered form” 
(given a serial number and listed in a corporate note register, for 
example.)
d. The obligation should be secured by corporate assets.
In short, a debt security should resemble preferred stock in most 
respects, with the principal exception being that there is a fixed 
maturity date. However, notwithstanding the continuing interest test, 
the security should not look too much like a preferred stock or it will 
be so classified.39
Reflections. As a practical matter, for closely held corporations con­
tingent stock authorized by nonnegotiable contractual agreements 
will be as useful as stock rights or warrants. Contingent stock can 
be a useful device for settling disagreements as to the value of a 
business being incorporated. For example, A agrees to transfer 
$100,000 cash and B agrees to transfer a going business to Excorp. 
They disagree as to the value of B’s business; A insists that it is 
worth only its book value, $50,000, while B insists that the value is 
$100,000. Thus, A says B is entitled to only one-third of Excorp’s 
stock while B wants one-half of the stock. To bridge the gap, the 
incorporation agreement provides that originally A will receive 
two-thirds of the stock issued and B only one-third and that sub­
sequently B shall receive additional shares based on corporate earn­
ings for three years, but no more than would give him 50 per cent 
of the total outstanding stock.
The Tax Court has held, and the IRS agrees, that the contingent 
stock will not constitute taxable income to B when distributed to 
him.* 40
As to “securities,” it is theoretically possible for one transferor to 
receive only securities, and yet have his transfer qualify for tax- 
free treatment under Sec. 351. However, because there is no au­
thoritative support for this, it will be advisable to issue more than
39 In George A. Nye, 50 TC 203, the court observed that some arguments which 
justified its conclusion that a 10-year promissory note constituted a security 
would also indicate that the note was some land of stock.
40 James C. Hamrick 43 TC 2, acq; Rev. Proc. 66-34, CB 1966-2, 1232; Rev. 
Proc. 67-13 CB 1967-1, 590; and Rev. Rul. 67-90, CB 1967-1, 79.
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a nominal amount of stock to such a transferor if he wants to be 
sure of qualifying the receipt of the security without tax liability.41 
402.4 Assumption of Liabilities by  Corporation. In the incor­
poration of a going business, the corporation will usually “assume”42 
liabilities owed primarily by the business, and perhaps some owed 
primarily by the owners of the business. When a corporation assumes 
such liabilities, the transferors are receiving the equivalent of money 
which constitutes taxable boot. Since this would practically mean that 
no going business could be incorporated tax free, the purpose of Sec. 
351 would be thwarted insofar as going businesses are concerned. 
However, Sec. 357(a) provides that the assumption of liabilities by 
a corporation shall not be treated as boot and shall not otherwise 
prevent the exchange from qualifying under Sec. 351, except:
a. To the extent liabilities assumed by the corporation exceed the 
total tax basis of all the properties acquired in the exchange, gain 
will be recognized.43
b. If the principal purpose of the assumption of any liability was to 
avoid federal income tax on the exchange, or was not a bona fide 
business purpose, all the liabilities assumed in the exchange will 
be considered boot.44
Both exceptions will be discussed more fully at 403.2, but the fol­
lowing points bear emphasis:
a. A cash basis taxpayer with substantial no-tax basis accounts receiv­
able and significant liabilities will be especially vulnerable to the 
first exception.
b. The second exception will be troublesome where the corporation 
assumes indebtedness recently incurred by the incorporators for 
their personal use.
Reflections. Where either exception is apt to be applicable, the cor-
41 See 402.2, particularly footnote 22.
42 In this discussion, "assume” includes taking properties subject to liabilities.
43 Sec. 357(c).
44 Sec. 3 5 7 (b ).
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poration should not assume the liabilities (unless a partially taxable 
transaction is desired) and the incorporators should retain suffi­
cient assets to satisfy the liabilities as they mature.
402.5 D isproportionate Exchanges. A disproportionate exchange 
occurs when the value of the stock or securities received by an incor­
porator is substantially more or less than the value of the property 
exchanged. A disproportionate exchange has to involve two or more 
incorporators since one person cannot get more than his fair share of 
something without someone else being shortchanged. It is true that 
a disproportionate exchange does not affect the tax-free character of 
the incorporation transaction; that is, gain or loss realized on the 
transaction itself is not recognized merely because there is a dispro­
portionate exchange. However, unless an exchange is substantially 
proportionate, there is usually some federal income or gift tax lia­
bility to at least one incorporator.
In effect, Sec. 351 requires that a substantial difference between 
the value of the stock or securities received and the value of the 
properties transferred be taxed according to the motivation for the 
disproportionality. The following example illustrates some of the tax 
by-products which can flow from a “wholly tax-free incorporation” 
in which there is a disproportionate exchange.
example. P owns a sole proprietorship, S is P 's son, E is a key 
employee of P, and L is P’s landlord. The four individuals decide 
to form a corporation, agreeing to transfer properties in exchange 
for stock, as shown in Table 5, below.
Admittedly, P took $10,000 less in stock than he was entitled to
Table 5
Value of
Person
Property
Transferred
Property
Transferred
Stock
Received Difference
P Business $ 80,000 $ 70,000 $(10,000)
S C ash 5,000 11,000 6,000
E C ash 1,000 5,000 4,000
L R eal esta te 14,000 14,000 —
T otal $100,000 $100,000 N one
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because be wanted to make a gift of $6,000 to S and to pay com­
pensation of $4,000 to E for services rendered to the proprietorship. 
No gain or loss will be recognized on the incorporation transaction 
itself; nevertheless, there will be tax consequences to each incor­
porator other than L, namely:
• P, under the gift tax law, made a taxable gift of $6,000 to S. 
Also, P paid deductible compensation of $4,000 to E. Finally, P 
realized capital gain or loss to the extent of the difference be­
tween the tax basis and the $4,000 of stock he indirectly trans­
ferred to E.
• S incurred no tax liability, but the tax basis for the $6,000 of the 
stock he received through P's generosity will be something other 
than $6,000. The basis must be determined under the rules ap­
plicable to properties acquired by gift—generally the donors 
basis.45
• E received compensation income of $4,000.
• L has no taxable gain or loss, regardless of the tax basis of his 
real estate.
402.6 Foreign Corporations. Sec. 367 provides, in effect, that 
gain realized on a transfer of properly to a foreign corporation “shall” 
be recognized unless the taxpayer gets an advance ruling from the 
Commissioner that such transfer is not in pursuance of a plan 
having as one of its principal purposes the avoidance of federal in­
come taxes.46 Absent the advance ruling, the gain is taxable although 
the requirements of Sec. 351 are absolutely satisfied and there was no 
actual tax avoidance purpose.47 Note that the citizenship or domicile 
of the transferor is immaterial; thus, if a foreign corporation or a non­
resident alien transfers property to a corporation organized in the 
United States, the transaction may qualify for Sec. 351 treatment 
without an advance ruling.
Sec. 367 applies only to the recognition of gain; thus, Sec. 351 still 
bars recognition of a loss realized on a transfer to a foreign incor­
45 See Sec. 1015.
46 The IRS has given guidelines to transactions for which it will issue Sec. 367 
rulings. Rev. Proc. 68-26, IRB 1968-31, 91.
47 Texas Canadian Oil Co., 44 BTA 913.
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poration within its scope despite the absence of an advance ruling. 
Where the transfer includes several properties on which the total un­
realized losses exceed the total unrealized gains, an advance ruling 
is nonetheless necessary; each property will be separately treated so 
that gains will be recognized but losses will not be recognized.48
Reflections. Although Sec. 367 seems to say gain “shall” be recog­
nized, the Commissioner insists that he “may” refuse to recognize 
gain where the taxpayer does not obtain an advance ruling in order 
to get some tax advantage from a taxable transaction—such as a 
stepped-up basis at capital gain rates for depreciable properties 
transferred to a foreign corporation.49 50
402.7 Investment Corporations. Sec. 351 is inapplicable to 
transfers of property to an investment company (after June 30, 1967) 
if:
a. The transfer results directly or indirectly in diversification of the 
transferors’ interests, and
b. The transferee is a regulated investment company; a real estate in­
vestment trust; or a corporation 80 per cent of whose assets (ex­
cluding cash and nonconvertible debt obligations) are held for 
investment and are readily marketable stocks or securities, or 
interests in regulated investment companies and real estate in­
vestment trusts.50
Essentially, this provision is designed to prevent an individual from 
swapping part of his investments tax free for other investments by 
combining with other investors with different portfolios in the in­
corporation of an investment fund. Thus, this provision is not ap­
plicable to a “one-man” incorporation or to a situation where the 
properties transferred by two or more incorporators are substantially 
identical. Also, this restriction appears inapplicable to the incorpora­
tion of an established investment partnership, although an advance 
ruling may be advisable in such situations.
Reflections. This provision, representing a 1967 amendment to Sec. 
351, is a good example of obtuse draftsmanship which unnecessarily
48 Rev. Rul. 67-192, CB 1967-2,140.
49 Rev. Rul. 64-177, CB 1964-1,141.
50 Reg. Sec. 1.351-1(c).
103
compounds the complexities of the tax laws. The statute states, in 
effect, that Sec. 351 applies to transfers to an investment company 
made “on or before June 30, 1967”; but does not say that subse­
quent transfers are outside the scope of Sec. 351. Thus, Sec. 351 
is only implicitly, not explicitly, inapplicable to current transfers to 
investment companies. Fortunately, the regulations are explicit in 
this respect.
402.8 Tax Basis and Holding Period.51 Although “tax-free” may 
satisfactorily describe the immediate tax consequences of a Sec. 351 
transaction, a more accurate adjective is “tax-deferred.” In  an incor­
poration in which no gain (loss) is recognized on the transfer of 
appreciated (depreciated) properties, the tax basis for each property 
acquired by the corporation will remain the same as the transferor’s 
tax basis;52 similarly, the total tax basis for the stock and securities 
acquired by each transferor will remain the same as his total tax 
basis for the properties given up in the exchange.53 Consequently, on 
an immediate sale of the acquired property, the corporation will 
realize the same taxable gain as the transferor would have realized. 
Similarly, on an immediate sale of the corporation’s stock and securi­
ties, the transferor’s gain will be the same as if he had sold the 
properties.
Furthermore, the corporation’s holding period for assets which 
qualify for capital gain treatment54 5will be increased for the time such 
assets were held by the transferor; similarly, the time transferor held 
such assets will be tacked onto his holding period for the stock and 
securities received from the corporation.55 Thus, the corporation’s 
holding period for a capital asset at the date of sale will be the same 
as what it would have been to the transferors. Similarly, the holding 
period for the stock and securities acquired by the transferors would 
be increased for the period they held capital and capital-like assets
51 As to tax basis and holding problems in partially taxable transactions, see 
403.3.
52 Sec. 362, and P. A. Birren & Son Inc., 116 F2d 718, 26 AFTR 197, 40-2 
USTC ¶9826.
53 Sec. 358.
54 Including land and depreciable properties which meet the rules of Sec. 1231.
55 Sec. 1223(1) and (2).
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Table 6
Fair
Values
Transferor's 
Tax Basis
C ash $ 1,000 $ 1,000
Inventory 20,000 20,000
B uild ing 40,000 10,000
L an d 10,000 5,000
Goodw ill 30,000 N one
$101,000 $36,000
transferred to the corporation; but this would only be done on a 
pro-rata basis, as will be more fully explained below.
Corporation. The specific application of the tax basis and holding 
period rules from a corporate viewpoint can be better explained in 
the light of specific facts. Assume that a sole proprietor transfers the 
assets shown in Table 6, above, to Excorp in exchange for all its 
stock.
The tax basis of each asset acquired will be the same for the cor­
poration as it was for the partnership. Thus, for the building, the 
depreciation deduction and gain or loss on sale will be computed on 
a basis of $10,000.56 Furthermore, assuming that the land and build­
ing had been held over six months by the sole proprietorship, the 
corporation could sell them immediately and treat the gain as a long­
term capital gain under Sec. 1231 subject to the depreciation recapture 
rules.
The tax basis of the assets would not be affected even though a 
security of a greater amount was issued. Thus, assuming the issuance 
of a security with a face value and a fair value of $65,000, Excorp 
would be entitled to only a $36,000 tax basis for the properties even 
though it is obligated to pay $65,000 for them, in addition to the 
stock issued.
Note that the tax basis of each property would be considerably 
different if the aggregate basis of the properties (other than money) 
had been allocated according to the fair values of the properties 56*
56 However, the corporation cannot continue the use of any accelerated depreci­
ation method that the proprietorship was using. See 504.6.
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(other than money).57 The results would have been as shown in 
Table 7, below.
Transferors. While the carryover rules apply in principle to the 
stock and securities received by the transferors, their application 
will not be as simple where more than one kind of consideration is 
received from the corporation and/or mixed (capital and noncapital) 
assets are transferred to the corporation. Reg. Sec. 1.358-2(b) speci­
fies that the net tax basis 58 of the properties transferred should be 
allocated among different stocks and securities received according to 
fair market values. Where capital and noncapital assets are trans­
ferred, there will be only a partial tacking of a holding period, 
so that even though one class of stock is received it will have two 
holding periods. The holding periods should be computed in accord­
ance with the ratios of capital and noncapital assets transferred. 
But how should the ratios be determined—according to fair values or 
tax basis? The regulations under Sec. 1223 are silent. It has been held 
that tax basis should be used, but the fair value ratio seems more 
reasonable.59 The foregoing rules are better explained in the light of 
fact situations.
a. Propie’s business assets are worth $100,000 and have a net tax 
basis of $30,000. He transfers the business to Excorp in exchange
Percentage of
Fair Value
Table 7
Tax Basis
Inventory 20% $ 7,200
B uilding 40 14,400
L and 10 3,600
Goodw ill 30 10,800
T otal 100% $36,000
57 Tax basis is first allocated to U.S. dollars in accordance with its face value, 
and the remainder is allocated among the other properties. The presumption 
that the fair value of a U.S. dollar is equal to its face value is a necessary 
fiction.
58 That is, total tax basis of the properties less liabilities assumed by the corpora­
tion and liabilities to which the properties are subject.
59 Compare Runkle, 39 BTA 458 and Reg. Sec. 1.357-2.
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for all its common stock. No assets subject to capital gain treat­
ment were transferred. The tax basis of the Excorp stock will be 
$30,000—the same as the net tax basis of the assets. The holding 
period for the stock will begin with the date of incorporation.
b. The facts are the same as in (a) except that Propie also receives 
a security which is worth its face value of $60,000, so that the 
stock is worth $40,000. The tax basis of the security will be $18,000 
and the stock $12,000 (i.e., 60 per cent and 40 per cent, respec­
tively, of $30,000). The holding period for both the stock and 
the security begins on the date of incorporation.
c. The facts are the same as in (a) but assume that included in the 
$100,000 of assets transferred by Propie were capital assets held 
over six months which are worth $25,000 and have a tax basis of 
$15,000. The tax basis of the stock remains $30,000. However, each 
share of stock will have two holding periods—part will be over six 
months and part will begin on the date of incorporation. If the 
split is based on the fair values of the properties transferred, 25 
per cent (ratio of $25,000 to $100,000) of the stock will be con­
sidered held over six months. If the split is based on the tax bases 
of the properties transferred, 50 per cent (ratio of $15,000 to 
$30,000) will be considered held over six months.
Reflections. In a wholly tax-free exchange, matching properties 
transferred against different kinds of nonrecognition properties re­
ceived could be advantageous for an incorporator. Low basis assets 
could be specifically exchanged for common stock and the high 
basis assets could be exchanged for securities. The resultant low 
tax basis for the stock will be inconsequential so long as the incor­
porator retains ownership. Moreover, the low tax basis will be­
come absolutely inconsequential if he does not dispose of the stock 
during his lifetime. Example. Propie transfers his business to Excorp 
for all its stock and security (ten-year note). The business is worth 
$100,000; the tax basis of its assets is only $70,000, the difference of 
$30,000 being due entirely to goodwill. The values of the stock 
and security are $60,000 and $40,000, respectively. Under the gen­
eral rule, the tax basis of the security is only $28,000 (40,000/ 
100,000 X 70,000) while the tax basis of the stock is $42,000. If 
the security were acquired specifically in exchange for cash and
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depreciable properties with tax bases totaling $40,000, ostensibly 
the tax basis of the security would be $40,000 while the stock 
would take a tax basis of only $30,000. Since the incorporator will 
ordinarily sell or collect on the security before he disposes of the 
stock, there will be a deferment (if not a saving of tax) resulting 
from the $12,000 extra basis assigned to the security.
The Commissioner has agreed that the sale of a going business 
may be fragmented for installment method reporting.60 But whether 
the Commissioner will concede that a Sec. 351 conveyance can be 
similarly fragmented remains to be seen.61 (See 403.3 for how spe­
cifically matching in a partially taxable transaction can benefit the 
corporation.)
403  Partly Tax-Free, Partly Taxable Incorporations
Certain requirements of Sec. 351 are indispensable to its applica­
tion. Sec. 351 is wholly inapplicable under the following circumstances:
a. To the extent stock and securities are received for services ren­
dered rather than for property transferred. (See 402.1.)
b. Where the incorporators do not have control immediately after 
the exchange. (See 402.2.)
c. Where the properties are transferred to a foreign corporation 
without obtaining an advance ruling of approval from the Com­
mission. (See 402.6.)
d. Where the transferee is an investment corporation. (See 402.7.)
An incorporation transaction which fails to meet an indispensable 
requirement of Sec. 351 will be treated as a taxable sale or exchange, 
in which gain or loss will be recognized. 62 
60 Rev. Rul. 68-13, IRB 1968-2, 8.
61 Where different classes of stock and securities are received in an exchange, 
Reg. Sec. 1.358-2(b) (2) requires an allocation to each class in proportion to 
its fair market value. However, the regulation does not prohibit the exchange 
of specific assets for specific stock or securities, in which case allocation would 
be unnecessary.
62 Subject, of course, to other provisions of the Code, such as Sec. 267, prohibit­
ing losses on transactions between a corporation and its controlling stock­
holder.
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On the other hand, other requirements are not of the essence, in 
that the failure to meet them will still leave Sec. 351 applicable to 
the transaction. In such event gain (but not loss) realized will be 
recognized to a limited extent. Such partial disqualifying events are 
divisible into two groups:
a. Receipt of boot (money or other property) by the incorporators. 
(See 403.1.)
b. Assumption of tainted liabilities by the corporation. (See 403.2.)
Note that the amount of gain recognized in a "partly tax-free” 
transaction may equal the entire gain realized, so that the practical 
result is a wholly taxable transaction.
example. Propie incorporates his business which has a fair value 
of $100,000 and a tax basis of $75,000, thus realizing a gain of 
$25,000. In addition to stock, he receives boot (demand note) for 
$30,000. Actually, the gain of $25,000 realized will be fully recog­
nized. Technically, the transaction qualifies as a "partially tax-free” 
incorporation which must be treated in accordance with the rules 
of Sec. 351.
Reflections. While the amount of gain recognized may be the same 
whether the transaction is technically within or without the scope 
of Sec. 351, different rules may apply for determining holding 
period and tax basis of properties, and for computing recapture 
of investment credit, depreciation, and reserve for bad debts.
403.1 Receipt of Boot by Transferors. When a transferor re­
ceives “boot” in a Sec. 351 transaction, gain will be recognized to a 
limited extent—the lesser of the value of the boot received and the 
amount of gain realized.65 Boot is money or property other than stock 
and securities of the corporation. Boot may assume one of the follow­
ing forms.
Money paid by the corporation. I t  would be unusual for a newly 
organized corporation to pay money and issue stock for property in a 
Sec. 351 exchange.
63 But loss will not be recognized.
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Other property. Any property other than stock or securities of the 
corporation itself constitutes boot. Usually "other property” in Sec. 351 
transactions will take the form of corporate obligations which fail to 
qualify as "securities” or equity capital. (See 402.3.)
Tainted assumption of liabilities. Where not justifiable by a busi­
ness purpose, the corporation’s assumption of liabilities owed by the 
transferors will constitute boot. (See 403.2.)
When boot is received in exchange for a single piece of property, 
aside from valuation problems, computing the recognized gain is a 
simple matter.
example. I transfers land to Excorp for all of its stock and Excorp’s 
three-year, unsecured note. The various tax consequences, assuming 
the land is a capital asset and has a tax basis of $20,000, to I are:
a. If the values of the land and Excorp’s note are $30,000 and $6,000 
respectively, only $6,000 of the $10,000 ($30,000 less $20,000) 
gain realized constitutes taxable gain.
b. If the values of the land and note are $30,000 and $11,000, 
respectively, all $10,000 of the gain realized will be recognized.
c. If the values of the land and note are $15,000 and $6,000 re­
spectively, none of the $5,000 ($15,000 less $20,000) loss real­
ized will be recognized.
Where more than one property is transferred, which will be typi­
cal of an incorporation of going businesses, the computation of gain 
or loss is based on two premises, namely (a) that each property is 
sold at its fair value, and (b) that the fair value of the boot, as 
well as stock and any securities received, are allocable to the trans­
ferred properties in proportion to their fair market values.
The rules for the computation of taxable gain and the treatment of 
such gain (loss will not be recognized) may be broken down into the 
following steps:64
a. Compute the gain or loss realized on each asset transferred. The 
amount of gain or loss realized on each asset will equal the amount 
of unrealized appreciation or depreciation in the value of the 
asset at the time of transfer, determined as follows:
64 See Rev. Rul. 68-55, IRB 1968-6, 10.
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(i) The total fair value of the consideration (stock, securities, 
and boot) received from the corporation necessarily equals 
the total fair value of the properties transferred;
(ii) The fair value of the total consideration received is allo­
cated to each property in proportion to its fair value;
(iii) The gain or loss realized on each property is the difference 
between the tax basis of the property and the value of the 
consideration received.
b. Allocate the total value of the boot to each property in proportion 
to its fair value.
c. The amount of taxable gain for each property will be the lesser 
of the amounts computed under (a) and (b )— i.e., the lesser of 
the unrealized appreciation on each property or the boot allocable 
to it.
d. Treat the amount of taxable gain on each property in accordance 
with the character of the property, that is:
(i) Gain on a capital asset is long-term or short-term, depending 
on its holding period.
(ii) Gain on land or depreciable property which has been used 
in the business for more than six months may qualify for 
long-term capital gain treatment under Sec. 1231, except for 
the portion which is taxable as ordinary income under the 
depreciation recapture rules laid down in Secs. 1245 and 
1250.
(iii) Gains on all other assets should be reported as ordinary 
income.
The following example will illustrate most of the computations that 
could arise in the incorporation of a going business in which the 
transferors receive boot.
example. Propie incorporates his sole proprietorship receiving in 
exchange consideration totaling $1,000, consisting of stock worth 
$800 and boot (one-year note) worth $200. The properties trans­
ferred have fair values totaling $1,000 and tax bases totaling $600. 
The assets include goodwill over six months old, a marketable se­
curity held for three months, land and building held over six 
months, and other business assets. If the building has been sold 
for its fair value, depreciation recapture would have been $10. The
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values and tax basis of the assets are self-evident in Table 8, page
113, which explains the tax consequences of the incorporation 
transaction.
One may note some of the oddities resulting from this asset-by­
asset approach. Although the gain realized was $400 and the boot 
received was worth $200, only $110 of gain was recognized. Also, 
a loss of $30 realized on the marketable security was not recognized 
despite the fact that it was an integral part of a transaction in which 
gains were recognized. In fact, an incorporation transaction may cre­
ate taxable income although a net loss is actually realized.
example. Propie transfers two office buildings, D and U, to Excorp.
Together, the buildings are worth $5,000 less than their tax basis.
The fair value of Building D is $20,000 less than its tax basis;
Building U is worth $15,000 more than its tax basis. In addition to 
stock, Propie receives Excorp’s short-term note of $50,000, allocable 
$25,000 to each building. The $20,000 loss on Building D will not 
be deductible, but the $15,000 gain on Building U will be taxable. 
Thus, Propie will have to pay a tax on a transaction in which he 
received consideration worth less than what he transferred.
Reflections. I t  should not be assumed that boot may be freely dis­
tributed because the recorded properties of the business show no 
appreciation in value. A successful business will frequently own 
unrecorded goodwill, and the amount of such goodwill will become 
taxable gain to the extent boot is distributed. Example. A personal 
service partnership owns assets which (except for goodwill) are 
worth no more than its tax basis. The goodwill is worth $100,000. In­
corporation means that a gain of $100,000 is realized; such gain will 
be recognized to the extent boot is received by the incorporators.
403.2 Proscribed Assumptions of Liabilities by Corporation. 
If a transferee of property agrees to assume65 liabilities of the trans­
feror, the latter has obviously received consideration equivalent to 
money. For Sec. 351 purposes, “money” would be taxable boot in the 
absence of a specific provision to the contrary.66 But Sec. 357(a) 
provides that, as a general rule, a corporation’s assumption of lia-
65 Whether a corporation takes property subject to liability (i.e., is not "per­
sonally” liable for the debt) or personally assumes a liability, the same rules 
apply. As used here, “assume” comprehends taking property subject to liabil­
ities.
66 L. Manuel Hendler, 303 US 564, 20 AFTR 1041, 38-1 USTC ¶9215.
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Table 8
Total
(A)
Good­
will
(B)
Market­
able
Security
(C)
Build­
ing
(D)
Land
(E)
Other
Assets
1. V alue of assets 
transferred $1,000 $250 $50 $200 $100 $400
2. R atio  of value of 
each  asset to  
to ta l value 100% 25% 5% 20% 10% 40%
3. V alue of stock and  
boo t received  in  
e x c h a n g e -  
a llocated  accord­
in g  to  line 2
$1,000 $250 $50 $200 $100 $400
4. P ropie’s tax basis 
fo r each  asset
600 — 80 90 30 400
5. G ain  (loss) rea l­
ized—line 3 400 250 (30) 110 70
less line  4
6. B oot allocable to  
to  each  asset, 
a llocated  ac­
cording to  line 2
200 50 10 40 20 80
7. G ain  (loss) recog­
n izab le -le sse r  
of lines 5 an d  6
110 50 N one 40 20 N one
T rea tm en t of gain  an d  loss:
(A ) T he gain  a ttrib u tab le  to  goodw ill is a  long-term  capita l gain.
(B )  T h e  loss realized  on  th e  m arketab le  security  is a  short-term  
cap ita l loss, and  is n o t deductib le.
(C )  T he  gain on  th e  bu ild ing  is sp lit as follows:
O rd inary  incom e u n d er Sec. 1250 $10
Poten tia l cap ita l gain  u n d e r Sec. 1231 30
T o ta l $40
(D )  T h e  $20 gain  on  th e  lan d  is po ten tia lly  a  cap ita l gain  u n d e r Sec. 
1231.
( E )  N o gain  o r loss w as rea lized  on  th e  o th e r assets, hence, th ere  
can  b e  no  taxable  gain  o r loss.
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bilities shall not be considered as money or other property, or other­
wise prevent an incorporation from qualifying as a tax-free transaction. 
Sec. 357 also provides two exceptions to the general rule, namely:
a. To the extent the total liabilities assumed exceed the total tax 
basis of the properties transferred, Sec. 357(c) specifies that the 
excess will be treated as gain—capital or ordinary, as the case 
may be.
b. If the principal purpose for the assumption of any liability is 
tainted, Sec. 357(b) requires that all liabilities assumed shall be 
treated as boot (money) received by the transferor.
Of course, the assumption of any liability, whether within or with­
out the general rule, reduces the tax basis of the stock or securities 
received by the transferor.
Excess Liabilities. There is an excessive assumption only where 
the total of the liabilities assumed exceeds the total of the tax bases 
of the properties acquired by the corporation. Therefore, the net tax 
basis of one property may compensate for the deficiency in tax basis 
of another property, so as to minimize or eliminate the tax impact 
of Sec. 357(c).
example. Excorp acquires from Propie Building O which has a 
zero tax basis and is subject to a $10,000 mortgage, and Building S 
which has a $15,000 tax basis and no mortgage. There is no excess 
liability, the $10,000 deficit in the tax basis of Building O is ex­
ceeded by $15,000 surplus in the tax basis of Building S.
The excess liability rules presume, in effect, that all the transferred 
properties have been sold to the corporation for the total amount of 
liabilities assumed by it. Logically, although no authoritative support 
can be pointed to, the excess liability is computed for each transferor 
separately rather than for all transferors collectively, and the resultant 
gain is taxed only to the transferor responsible therefor rather than 
spread among all transferors. The fair market value of the properties 
is ignored in excess liability computations.
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example. Upon its incorporation, Excorp acquires from Smith a 
building which has a negative tax basis (mortgage exceeds tax 
basis) of $10,000 and from Jones a building which has a positive 
tax basis (tax basis exceeds mortgage) of $6,000. It appears that 
Smith realized taxable gain (capital or ordinary depending on 
whether he was a dealer in real estate) of $10,000. (This is so even 
though the fair value of the building is only $7,000 greater than its 
tax basis.) Taking the statute literally, one could argue that the 
excess liability arising from the Sec. 351 exchange is only $4,000. 
Under such aggregate approach, it would also be necessary to deter­
mine how the excess liabilities should be allocated among the trans­
ferors. (It will not ordinarily be consequential whether the trans­
ferors are considered separately or jointly in an incorporation of a 
going business.)
The character of the gain will depend on the character of the 
property transferred. Thus, if only one property is involved, the gain 
will be taxed as:
a. Capital gain if the property is a capital asset.
b. Capital gain, perhaps, if the property is land or depreciable prop­
erty used in trade or business, subject to the rules of Sec. 1231 
and the depreciation recapture rules of Secs. 1245 and 1250.
c. Ordinary income, otherwise.
However, if two or more properties are transferred, the character 
of the gain will be proportioned according to the fair value of all 
the assets transferred. Thus, if according to fair values, 25 per cent of 
the assets qualify for capital gain treatment and 75 per cent do not, 
25 per cent of the excess liability will be treated as capital gain and 
75 per cent as ordinary income. The allocation between long-term and 
short-term gains are similarly determined by proportioning the cap­
ital gain according to the fair values of the long-term and short-term 
capital assets.
Under the excess liability rule, gain can be attributed to an asset 
which has not appreciated in value. In fact, gain can be allocated 
to an asset which has declined in value, as shown in Table 9, page 116.
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Table 9
Total
Capital
Assets
Noncapital
Assets
1. F a ir  m arket values $500 $400 $100
2. Percentages 100% 80% 20%
3. Tax basis $150 $ 30 $120
4. A ppreciation  ( d ec lin e ) in  value 
( lin e  1 less line  3 ) $350 $370 $ (2 0 )
5. L iabilities assum ed $250 $250 N one
6. Excess liability  (lin e  5 
less line  3 ) $100 $220 ($120)
7. T axable  gain $100 $ 80 $ 20
The excess liability rule can be a tax trap in the incorporation of a 
business using the cash method of accounting. The tax basis for 
accounts receivable, not their fair face value, controls in computing 
whether an excess liability situation exists.67 The following example 
will illustrate the various facets of the excess liability rule.
example. Propie incorporates a cash basis sole proprietorship, with 
the corporation acquiring the following assets and assuming the 
liabilities from Propie shown in Table 10, below:
Fair
Values
Tax
Basis
Related
Liabilities
Table 10
Excess
Liability
A ccounts receivable $ 50,000 N one $30,000 $30,000
C ap ita l assets 60,000 $25,000 40,000 15,000
O ther assets 40,000 40,000 N one (40,000)
T o ta l $150,000 $65,000 $70,000 $ 5,000
Although the liabilities exceed the tax bases of the specifically 
related assets by $45,000 ($70,000 less $25,000), the excess liability 
is only $5,000 under Sec. 357(c). Of the $5,000 gain, $2,000 
(60,000/150,000, or 40 per cent) will be taxed as capital gain; the 
remaining $3,000 (60 per cent) will be taxed as ordinary income. 
Note that Propie could completely eliminate the excess liability by 
transferring additional assets with a net tax basis of at least 
$5,000 to Excorp. 67
67 Peter Raich, 46 TC 604. 
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Tainted Purpose for Assumption of Loans. The general rule of Sec. 
357(a), with only the excess liability exception, would leave a glaring 
loophole. That is, an incorporator could shift personal liabilities (e.g., 
a mortgage on his home), so long as they were less than the tax basis 
of the assets being transferred to the corporation without incurring 
a tax liability. Furthermore, if the incorporator had no pre-existing 
personal debts but did have good tax advice, he could borrow just 
before incorporation and shift his debt in a tax-free incorporation. 
Quite obviously, the net result of the corporation s assumption of 
personal liabilities of the incorporator is the same as if it had dis­
tributed money to him.
To plug this loophole, Sec. 357(b) provides another, severer ex­
ception to the general rule, namely: all liabilities assumed by a cor­
poration shall be considered as boot (money) received by the trans­
feror if, taking into consideration all the relevant facts, it appears that 
the principal purpose for the assumption of any liability in a Sec. 351 
transaction was either (1) a tax avoidance purpose or (2) not a 
bona fide business purpose.
example. Propie incorporates his business which owes $50,000 to 
trade creditors. In addition to such liabilities, the corporation as­
sumes his $2,000 note for a personal automobile which he pur­
chased before incorporation. The unrealized appreciation on the 
assets (including goodwill) transferred to the corporation will be 
taxable to the extent of $52,000, the amount of all liabilities 
assumed by the corporator although $50,000 represented ordinary 
business debts.
The usually severer exception for tainted liabilities overrides the 
excess liability exception where both apply. Conceivably, however, 
the excess liability rule could prove more taxing than the tainted 
liability rule. In such an event, the IRS may insist that, although 
Sec. 357(c)(2) specifies the excess liability rule ‘‘shall not apply” 
where the tainted liability rule also applies, nevertheless the excess 
liability rule applies. Elsewhere, the IRS has ruled that the taxpayer 
cannot invoke a tax avoidance rule to avoid tax.68
example. Propie forms Excorp, realizing a $10,000 gain on the net 
assets transferred. Excorp assumes liabilities of $40,000 which are 
$25,000 in excess of the tax basis of the assets acquired. Tainted 
liabilities are included in the assumed amount; therefore, the entire
68 See Reflections under 402.6, dealing with organization of foreign corporations.
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$40,000 constitutes boot to Propie. Under the excess liability rule 
of Sec. 357(c), $25,000 of gain is recognized although only $10,000 
was realized; under the tainted liability rule of Sec. 357(b), only 
the $10,000 gain realized is recognized. Oddly, the taxpayer may try 
to prove that there was no business reason for Excorp to assume 
one or more of the liabilities.
The sense and language of Sec. 357(b) requires that it be applied 
to each transferor separately, so that if one transferor of property 
causes a corporation to improperly assume his liabilities, the other 
transferors will not be penalized. Where tainted liabilities are in­
volved, the amount and character of the taxable gain will be deter­
mined in accordance with the rules applicable to receipt of boot.69
When the Commissioner asserts that the principal purpose for a 
corporations assumption of liability was not a bona fide business, 
or was a tax avoidance, purpose, the incorporator must prove that 
the Commissioner is unmistakably wrong.70 In close cases, the appli­
cation of Sec. 357(b) will depend on whether the taxpayer can prove 
that there was a business purpose—from the corporation’s viewpoint— 
for its assuming an indebtedness. (Where a business purpose is 
present, invariably a tax avoidance purpose should be absent.) But, 
in a close corporation, a shareholder-corporation transaction would 
hardly be framed without regard to the shareholder’s interests. All 
corporations, especially closely held ones, are usually organized and 
operated for the benefit of the shareholders. Thus, affirmatively 
proving a corporate business purpose for a shareholder-corporation 
transaction, at least in the sense that the transaction was not also 
motivated by the interests of the shareholder, could be virtually im­
possible. Fortunately, the courts recognize the problem and often 
equate business purpose with nontax-avoidance purpose.71 Thus, the 
incorporators should stress the business purpose issue where they 
can show reasons other than income tax avoidance reasons, corporate 
and personal, for the assumption of indebtedness. In this connection, 
the Tax Court has held that the assumption of indebtedness to 
enable the corporation to avoid accumulated earnings and personal 
holding company taxes in the future was not the tax avoidance pur­
pose contemplated by Sec. 357(b).72
69 See the discussion and examples in 403.1.
70 See Reg. Sec. 1.357-1.
71 Parshelsky’s Est., 303 F2d 14, 9 AFTR 2d 1382, 62-1 USTC ¶9460.
72 W. H. B. Simpson, 43 TC 900.
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Reconciling the more recent cases on this subject is difficult. Some 
cases may be reconcilable on the difference in facts, but others seem 
reconcilable only on the basis of differences in judgment.73 The 
following generalizations may be drawn from litigation to date. Sec. 
357(b) is inapplicable to the assumption of business liabilities to 
trade creditors. Conversely, Sec. 357(b) does apply to the assump­
tion of loans originating shortly before the Sec. 351 transaction and 
used for the incorporator's personal purposes. Gray areas, which 
should be avoided, are reflected below. Should Sec. 357(b) apply to 
the following assumptions of liabilities by a corporation:
a. A mortgage on the personal residence of the incorporator, the 
proceeds of which were used to purchase business properties?
b. A mortgage on business properties, the proceeds of which were 
used to purchase a residence?
c. Personal income tax liabilities of the incorporator, which are en­
tirely attributable to business profits which were reinvested in the 
business?
Reflections. In any event, where the assumption is likely to be 
questioned, the incorporators should retain responsibility for the 
liability and sufficient assets to discharge the liability as it matures.
If the withheld assets are needed for working capital, after or­
ganization the corporation can borrow from a bank (with the 
shareholder’s guarantee if necessary) or from the shareholder 
himself. Even if the repayments of the loan are treated as dividends 
to the incorporator, the payment of the tax liability will be de­
ferred and may be spread over several years. (See 205.) The in­
terim use of the deferred tax dollars should be especially valuable 
to an incorporator who finds it necessary to have the corporation 
assume nonbusiness debts. (See Reflections under 403.1 and 403.3 
as to why it will be inadvisable to deliberately use the assumed 
liability rules to create taxable gain in the incorporation of a going 
business.)
73 Cases decided for the Commissioner include:
R. A. Bryan, 281 F2d 238, 8 AFTR 2d 5191, 60-2 USTC ¶9603.
Clifford W. Wheeler, 342 F2d 837, 15 AFTR 2d 185, 65-1 USTC ¶9294.
Cases decided for the taxpayer include:
Easson, 294 F2d 653, 8 AFTR 2d 5448, 61-2 USTC ¶9654.
F. W. Drybrough, 376 F2d 350, 19 AFTR 2d 1076, 67-1 USTC ¶9340.
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403.3 Tax Basis and Holding Period.74 The rules for deter­
mining basis and holding period of properties involved in a Sec. 351 
exchange which is partly taxable are basically the same as those dis­
cussed at 402.8 for wholly tax-free exchanges, except for the modifi­
cations required to reflect the boot received and gain recognized. The 
modifications are reviewed under the following four headings:
a. Proscribed assumption of liabilities—incorporator’s viewpoint.
b. Proscribed assumption of liabilities—corporation’s viewpoint.
c. Effect of boot—incorporator’s viewpoint.
d. Effect of boot—corporation’s viewpoint.
Proscribed Assumption of Liabilities—Incorporator's Viewpoint. The 
total amount of liabilities assumed by the corporation, whether or 
not causing a recognition of gain, reduces the incorporator’s tax basis 
for the properties transferred and therefore reduces the tax basis for 
his "nonrecognition property” (stock and securities received tax free). 
The amount of gain recognized under Sec. 357(b) or (c) is added 
to the transferor's tax basis for the nonrecognition property; the sum 
is then allocated among the stock and securities received in propor­
tion to their fair market values. The only noteworthy point in this 
area is that an assumed liability may temporarily create a negative 
basis before the adjustment for gain restores the basis to at least zero.
example. Propie incorporates his business. In the exchange, Excorp 
assumes business liabilities totaling $75,000 and acquires properties 
with a total tax basis of only $25,000. The tax basis of Excorp’s 
stock will be zero in Propie’s hands, determined as shown in Table 
11, below.
Table 11
Tax basis of p roperties transferred  $25,000
Less liabilities assum ed 75,000
N egative basis (50,000)
A dd  gain  recognized u n d er Sec. 3 5 7 (c ) 50,000
Basis of nonrecognition p ro p erty  (E xcorp’s stock) none
74 The pertinent rules are prescribed from the incorporators’ viewpoint in Sec. 358 
and the related regulations; and from the corporation’s viewpoint in Sec. 362 
and the related regulations.
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Proscribed Assumption of Liabilities—Corporations Viewpoint. The 
gain recognized to the incorporators on account of a proscribed as­
sumption of liabilities serves to increase the tax basis of the properties 
acquired by the corporation. Thus, in the preceding example, Excorp’s 
basis for the properties is $75,000, the original basis of $25,000 plus 
the recognized gain of $50,000. Gain recognized on account of the 
assumption of liabilities by the corporation, whether under Sec. 
357(b) or (c), should be allocated among the properties acquired in 
the same manner as gain attributable to boot is allocated. The pos­
sible methods will be discussed in “effect of boot—corporation’s view­
point.”
Effect of Boot—Incorporator s Viewpoint. The computation of the 
incorporator’s tax bases for stock, securities and boot received upon 
incorporation is divisible into the following steps:
a. Add the amount of gain recognized to the net tax basis (net of 
all liabilities assumed) of all properties transferred to the cor­
poration.
b. Allocate as much of the total basis computed in (a) to the boot 
received as is equal to its fair market value.
c. Allocate the remainder of the tax basis to the “nonrecognition 
property” (stock and securities received tax-free) in accordance 
with the rules outlined in 402.8.
The computation in Table 12, page 122, with its implicit facts, will 
illustrate the recited rules. The incorporator’s holding period for the 
boot will begin with the date of acquisition, since its tax basis does 
not depend on the tax basis of any other property or of anyone else.76 
The holding period of the nonrecognition property received should be 
determined in accordance with the rules reviewed in 402.8.
Effect of Boot—Corporations Viewpoint. The corporation’s tax basis 
for each property acquired in a partially taxable Sec. 351 transaction 
will be the sum of the transferor’s tax basis for each property (see 75
75 Compare the rules in Sec. 1223(1) and (2).
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Table 12
Basis of p ro p erty  transferred $1,000
Liabilities assum ed b y  corporation
(includ ing  “ta in ted  liabilities” of $100) 400
N et basis o f properties transferred 600
Gains recognized on  account of:
B oot (d em an d  n o te ) 200
“T ain ted  liabilities” assum ed b y  corporation 100
A djusted  basis for all properties transferred 900
Basis of boo t p roperty—fair value 200
Basis allocable to nonrecognition  properties
(stock  an d  securities of th e corporation) $700
402.8) plus the allocable portion of the total gain recognized to the 
transferor of the property.
At this late date, surprisingly, it is not authoritatively settled how 
the amount of recognized gain should be allocated among the prop­
erties. Recognized gain could be allocated according to (a) tax 
basis, (b) fair value or (c) appreciation. Each method has its virtues 
and faults as can be seen from the following.
Allocation according to tax basis. The recognized gain could be 
allocated to each property in the proportion that its tax basis bears 
to the total tax basis of all the properties acquired in the exchange. 
This method is consistent with the generally accepted rule for de­
termining the basis of the properties in a wholly tax-free exchange;
i.e., the transferor's tax basis for each property is inherited by the 
corporation. The method can be faulted for arbitrarily increasing the 
tax basis of each asset transferred without regard to its fair value;
e.g., it could actually increase the tax basis of property though its 
current fair value is less than the transferor's tax basis.
Allocation according to fair value. The recognized gain could be 
allocated to each property in the proportion that its fair market value 
bears to the total fair market value of all the properties transferred. 
This method is consistent with that used in allocating the amount of 
gain realized by the transferor among the properties. (See 403.1 and 
the examples therein.) This method also may require an increase in 
the tax basis of property which has not, in fact, appreciated in value 
or may even have declined in value. A disadvantage, from the tax­
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payer’s viewpoint, is that in an incorporation of a going business this 
method would usually require the allocation of useless tax basis to 
goodwill—a nonamortizable, nondepreciable asset not likely to be 
sold separately. The necessity for ascertaining fair values of properties 
might seem objectionable, but they would have to be determined 
anyway in order to compute the transferor’s gain on each property. 
(See 403.1.)
Allocation according to appreciation. The recognized gain could 
be allocated to each property in the proportion that the appreciation 
in its value at the date of transfer bears to the total appreciation of 
all assets. This method has the virtue of stepping up the basis of only 
the properties which have appreciated in value, and will narrow the 
gap between the fair value and tax basis of properties. Unfortunately, 
from a taxpayer’s viewpoint, this method may require that a sub­
stantial amount be allocated to the usually useless tax basis of goodwill.
The three allocation methods are exemplified in Table 13, below.
Table 13
Tax Basis Fair Value Appreciation
Properties † Amount % Amount % Amount %
D epreciab le
properties $10,000 10% $ 40,000 20% $ 30,000 25.0%*
C apita l assets 20,000 20% 30,000 15% 10,000 12.5%*
Goodw ill N one Nil 80,000 40% 80,000 62.5%*
O ther properties 70,000 70% 50,000 25% (20,000) Nil
T otal $100,000 100% $200,000 100% $100,000 100.0%
†Classes of properties are used here so as to point up the potential tax consequences. 
In fact, the allocation would have to be made separately for each property.
*The denominator in this allocation would have to be the gross amount of appreci­
ation, $120,000; otherwise, it would be necessary to reduce the basis of assets which 
have declined in value.
Assuming that the gain recognized to the transferor is $50,000, the 
adjusted tax basis of the properties to the corporation will be as shown 
in Table 14, page 124, under the respective methods.
The corporation’s holding period for each property will be the same 
as though the property was acquired in a wholly tax-free transaction.
Reflections. I t  will not generally be advisable to set up the incor­
poration of a going business so that it will qualify as a Sec. 351 
transaction in which gain is partially recognized. Unless and until
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Table 14
Properties Tax Basis Fair Value Appreciation
D epreciab le  properties $ 15,000 $ 20,000 $ 22,500
C apita l assets 30,000 27,500 26,250
G oodw ill N one 20,000 31,250
O ther properties 105,000 82,500 70,000
T ota l $150,000 $150,000 $150,000
the tax basis method of allocation is authoritatively approved, a 
portion of the gain realized may be uselessly assigned to a nonde­
preciable, nonamortizable asset which is not likely to be sold sepa­
rately, such as goodwill. What point is there for the shareholders 
to pay a tax to get a step-up in the corporation’s basis for goodwill? 
Therefore, a partially taxable Sec. 351 transaction should be used 
only where the gain will clearly be allocable to property for which 
a step-up in basis is valuable. For example, if a partner individually 
owns a building which he has been leasing to the partnership which 
is being incorporated, any boot (recognized gain) he receives in 
exchange for the building should be allocated entirely to the de­
preciable building.
Where a group of assets are transferred by the same transferor 
(e.g., a partnership), it is conceivable that the properties trans­
ferred may be identified with separate items of consideration re­
ceived. For example, the bill of sale might specify that the firm 
name and goodwill are being transferred for only common stock 
and that all tangible assets are being transferred for stock and 
boot. Thus, there would be a justification for allocating the recog­
nized gain solely to properties for which an increase in tax basis 
would be useful, but the IRS may reject such allocation. (See 
Reflections under 402.8 for further discussion of this point.)
4 0 4  Wholly Taxable Incorporating Transactions
The best way to incorporate a going business is to split the trans­
action into two parts, namely:
a. Include in a tax-free incorporation those business properties which 
it would be pointless to include in a taxable sale. Such properties
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will usually include goodwill and may include land which is 
likely to be retained indefinitely for business use.
b. Simply sell, in a taxable transaction, the properties which will 
yield an overall tax benefit to the corporation and the share­
holders. Such properties may include depreciable properties and 
appreciated marketable securities which are likely to be resold.
Therefore, as used here, a “wholly taxable incorporating transaction” 
will be confined to an ordinary sale of part of the business properties 
to a recently organized corporation. There are other methods for 
making an incorporation taxable, but they are perilous when a going 
business is involved. Thus, an incorporating transaction could be 
made wholly taxable by arranging it so that the transferors of the 
business do not acquire or retain control immediately after the trans­
fer. (See 402.2.) However, avoiding tax-free treatment in this maimer 
may yield more tax liability than bargained for—the entire gain 
realized will be taxable. The gain realized will equal the excess of the 
fair value of each business property transferred over its tax basis. 
The IRS is likely to find that the value of any going business is worth 
more than the basis of its assets, so that failing to retain control may 
mean paying a tax on the incorporation of goodwill—a pointless tax 
gesture.76
Also, a “partly recognized” gain in a Sec. 351 transaction can be 
made to equal or even exceed the gain realized because of the amount 
of boot received by the transferor or the amount of liabilities assumed 
by the corporation. While such a gain is economically a wholly tax­
able transaction, technically, it must be treated in accordance with 
the Sec. 351 rules. As pointed out in Reflections under 403.3, it will 
rarely be advisable to have a “partial recognition” of a substantial 
amount of gain in a Sec. 351 incorporation of a going business.76 7
In 404.1, the possible reasons for making an incorporating sale of 
part of a business, instead of a wholly tax-free transfer, will be re­
viewed. In 404.2, the effectiveness of incorporating sales will be 
reviewed.
76 See Rev. Rul. 65-192, CB 1965-2, 259 and Rev. Rul. 59-60, CB 1959-1, 237.
77 Also, it may seem that the organization of a foreign corporation could be 
made a taxable transaction by simply not getting the advance ruling required 
by Sec. 367. But the IRS insists that it may retroactively give the Sec. 367 
blessing so as to make Sec. 351 applicable. See 402.6.
125
Reflections. A taxable sale of business properties, in lieu of a tax- 
free transfer, should not be entered into without knowing how much 
state or local sales tax will be incurred. Such taxes are usually 
imposed on the gross sales proceeds rather than net taxable gain. 
A sales tax can be even greater than the federal income tax. For 
example, if only 19 per cent of the sale proceeds constituted gain, 
a 5 per cent sales tax would be greater than a 25 per cent federal 
capital gain. (Of course, the sales tax would be deductible for 
income tax purposes.)
404.1 Reasons for Incorporating Sales. There are several tax 
reasons which justify (or seem to justify) making an incorporating 
sale of some of the business assets. There may, of course, be nontax 
reasons as well; e.g., some older incorporators may want to limit their 
risk capital, preferring to partly liquidate their interest and take a 
relatively secure position as a creditor.
Step-up in basis of depreciable properties. Rather than a tax-free 
transfer, a taxable sale may be preferable for depreciable properties 
which have substantially appreciated in value. In general, a taxable 
sale can yield a net profit of 23 per cent—the incorporator pays a 
25 per cent tax on the gain under Sec. 1231 but the corporation gets 
a 48 per cent tax benefit from subsequent depreciation deductions. 
However, the potential tax profit may be reduced or eliminated by 
provisions increasing the incorporator’s tax liability to more than 25 
per cent of the gain. For example, to the extent of depreciation de­
ductions allowed after 1961 on “Sec. 1245 property” (generally per­
sonal property), the gain will be recaptured as ordinary taxable 
income. Thus, swapping capital gains for ordinary deductions will 
not be possible in the case of properties acquired after 1961 unless, 
and except to the extent that, the fair value of the property exceeds 
its original cost. Also, the incorporator’s tax liability will be increased 
for recapturable investment credit, unless substantially all business 
properties (as well as the investment credit properties) are included 
in a Sec. 351 transaction.
There is a similar but less effective rule provided in Sec. 1250 for 
recapturing post-1963 depreciation on realty. In general, the rule 
applies only to the excess of the depreciation claimed under one of 
the accelerated methods over depreciation allowable under the 
straight line method. Furthermore, such excessive depreciation is re­
captured 100 per cent only if the property is held 20 months or less; 
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the percentage recaptured declines at the rate of 1 per cent a month 
so that nothing will be recaptured after the realty has been held 
over ten years. Thus, there may be a substantial tax profit in trans­
ferring realty in a taxable transaction, notwithstanding the deprecia­
tion recapture rule. But an appraisal should be obtained confirming 
the extent that the gain is attributable to the building rather than to 
the nondepreciable land.
Sec. 1239 also can take the tax profit out of the sales of real and 
personal depreciable properties. As compared to the recapture rules, 
Sec. 1239 is more limited in its application but more drastic in its tax 
effect. The section requires that the entire gain on the sales of depre­
ciable or amortizable property should be taxed as ordinary income 
where the sale is between an individual and his 80 per cent controlled 
corporation (considering him as the owner of his spouse’s and minor 
children’s stock). On the one hand, the rule is virtually limited to 
one-man corporations; on the other hand, it has the effect of taxing 
even the appreciation in value above original cost as ordinary income.
Step-up in basis of land. Ordinarily, land which has been and will 
continue to be used in the business should not be sold to the cor­
poration. The 25 per cent capital gain tax paid by the transferors 
will not yield any tax benefit to the corporation, unless and until the 
property is sold. However, a taxable sale may be advisable when a 
resale of the land in the near future is foreseeable. This would be 
especially true of land which constitutes a capital asset to the trans­
ferors but will become a noncapital asset to the corporation (e.g., 
if it intends to subdivide the land). If the land were conveyed tax 
free and the corporation were to subdivide and sell the land, the 
entire gain (including the appreciation which would have been cap­
ital gain to the transferors) will be taxable as ordinary income to the 
corporation since its tax basis would be the stockholders’ original 
cost basis. Even if the gain realized by the corporation qualified for 
capital gain treatment, a second tax would have to be paid by the 
shareholders before they could get the use of the money. (See 204 
and 206.)
Patents. While relatively few entities own patents and they are 
subject to the same rules as other depreciable personal properties, a 
special discussion of patents is warranted. More than most depreciable 
properties, patents will permit a bail-out of corporate earnings at 
capital gain rates, with the corporation getting an ordinary deduction 
for the payments. The absolute sale of a patent used in trade or
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business will generate a capital gain to the sellers and a corresponding 
ordinary deduction for the corporation.78 Ordinarily, there will be 
little depreciation recapture since the original tax basis of a successful 
patent is usually small in relation to its fair value. However, the pre­
viously discussed Sec. 1239 will prevent capital gain treatment where 
there is virtually a one-man corporation.
Disposition of business interests. Where the owners expect to 
eventually dispose of their equity interests in the business, a tax-free 
conveyance could be advantageous from their viewpoint. The gain on 
the sale of stock would be wholly capital gain, assuming the col­
lapsible corporation provisions of Sec. 341 do not apply. If the owners 
sold the unincorporated business itself, the portions of the gain 
attributable to appreciated inventory and certain post-1961 deprecia­
tion deductions would be taxable as ordinary income; and investment 
credit may be recaptured. However, tax-sophisticated purchasers of 
the stock, recognizing the adverse tax attributes which they will 
inherit, may insist on price concessions. (Sec. 210 and 211.)
On the other hand, it could be extremely disadvantageous to make 
a tax-free conveyance of appreciated properties which are likely to 
be sold. The transferors’ low tax basis for the properties may result in 
the appreciation in values being taxed partly or fully twice or thrice.
example. Propie transfers his business, whose assets include mar­
ketable securities worth $50,000 more than their tax bases, to 
Excorp for all its stock. Propie soon sells the Excorp stock; thus, 
he indirectly pays a tax on the $50,000 appreciation in value. Ex­
corp sells the marketable securities and pays a 25 per cent tax on 
the $50,000 gain. Excorp distributes the remaining $37,500 as a 
dividend to the new shareholder; he pays an ordinary income tax 
on the dividend.
Getting a deductible loss. I t  might seem desirable to make a tax­
able sale of properties which have declined in value, since a loss 
realized in a Sec. 351 transaction is not recognized. However, a sep­
arate sale of such properties by a sole proprietor, partner or partner­
ship will usually be just as fruitless. Sec. 267 disallows a loss on sales
78 The transaction must fit within the meaning of Sec. 1231. Sec. 1235, permit­
ting capital gain on a transfer of “all substantial rights” in a patent, is in­
applicable to sales to controlled corporations.
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between “related taxpayers,” which includes a corporation and a 
stockholder who directly or constructively owns more than 50 per 
cent of its stock. Obviously, this prevents a sole proprietor from de­
ducting any loss sustained on sales to his own corporation. Sec. 267 
would also prevent deductions by the members of a partnership which 
sells property at a loss to a corporation in which they collectively 
owned more than 50 per cent of the stock, no matter how small the 
percentage each member owned. Each partner is deemed to own the 
stock which is owned by his co-partners by reason of the construc­
tive ownership rules provided in Sec. 267(c)(3).
Absorbing losses. Assuming the owners of an unincorporated busi­
ness have substantial unused capital loss or net operating carryovers 
which seem likely to remain unused, an incorporating sale can be 
very attractive. The incorporator will pay no tax on the taxable gain, 
whether ordinary or capital, because it is offset by the loss carryover. 
Thus, the corporation, in effect, gets a step-up in tax basis for its 
properties free of tax. To the extent that there is an increase in the 
basis of nondepreciable properties not likely to be sold, the tax value 
of the step-up in basis will be contingent; to the extent the basis of 
other properties are stepped up, the corporation will benefit. Even if 
the corporation initially sustains operating losses, the period for carry­
ing over the incorporators’ losses will be effectively extended.
Reflections. For depreciable properties (including patents) which 
have substantially appreciated in value, the owners should consider 
initially leasing (licensing) the properties to the corporation for at 
least the following reasons:
a. The lease will justify a steady flow of fair rental (or royalty) 
income to the owners on the full value of the property with a 
corresponding deduction for the corporation. Thus, corporate 
earnings can be withdrawn on the amount of untaxed apprecia­
tion in the value of the property. For example, a partnership 
owns real estate whose fair value is $100,000 greater than its 
cost basis. A fair rent would include a fair return on the 
$100,000. Furthermore, had the property been sold to the cor­
poration, the partners would have had to pay a tax of $25,000, 
thus leaving them with only $75,000 to reinvest in other income- 
producing properties.
b. A leasing arrangement permits the deferment of the transfer of
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the property. A later sale is more apt to be treated as inde­
pendent of the incorporation transaction than one made imme­
diately after the incorporation transaction. Furthermore, if the 
owners of the property “control” the corporation, they could 
make the transfer tax free if this later proves more advisable.
404.2 Effectiveness of Incorporating Sales. Generally, it will 
be easy to satisfy the terms of Sec. 351 and incorporate tax free. Since 
the choice of the taxable route is more apt to be motivated by the 
incorporator’s selfish desire to reduce tax liabilities than to reduce the 
government deficit, the Internal Revenue Service will often seek to 
treat the sale as part of a Sec. 351 transaction. Tax-free (or partly tax- 
free) treatment would then be mandatory; Sec. 351 is not an elective 
provision. Thus, we have an unusual happening in the tax field—a 
taxpayer insists that a transaction is taxable while the Commissioner 
denies it.
A formal split of an incorporation transaction into a tax-free ex­
change and a taxable sale will not necessarily bind the IRS, but will 
probably bind incorporators who subsequently decide it would be 
better to have the sale considered as part of the initial tax-free ex­
change. The grounds upon which the IRS will assert that a taxable 
sale in form should be treated as a tax-free exchange in substance 
can be better discussed in light of an example.
example. Propie transfers all the properties of his sole proprietor­
ship, except business real estate, to Excorp in exchange for all its 
stock. The tax basis of the assets transferred less assumed liabilities 
are $30,000; their fair value, including goodwill of $70,000, totals 
$100,000. Concurrently, he leases the business real estate to Excorp. 
One year later, he sells the real estate to Excorp for $50,000, real­
izing a substantial capital gain—little being subject to depreciation 
recapture. Propie properly elects to report the gain on the install­
ment basis. He received $10,000 as a down payment. Excorp agrees 
by contract to pay the balance over a five-year period with 6 per 
cent interest.
First, the IRS may argue that the incorporation transaction and the 
sales transaction are integral or interdependent steps in a single Sec. 
351 transaction. This argument will be difficult to sustain under the 
facts given. The greater the time elapsing between the two transac­
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tions, the less merit to this argument. Twelve months is a decent inter­
val which supports the separateness of the incorporation and sale 
transactions. On the other hand, had the real estate been sold within 
a few days after the incorporation transaction, the transactions are 
less likely to be treated separately.
The independent nature of the real estate also tends to rebut the 
integration argument. Although use of the real estate might have been 
essential to business operations, ownership is not. It is common prac­
tice for a business to lease, rather than acquire, ownership of essential 
real estate. On the other hand, had basic assets been the subject of the 
sale, the Commissioners position would be sounder. For example, 
inventory or work in process would not be good subjects for a sep­
arate sale. Incidentally, the Commissioner’s position would be even 
weaker where the property sold is not owned proportionately by the 
stockholders (e.g., if Propie owned only 50 per cent of the real estate).
Second, the IRS could assert that the purported sale of the real 
estate constituted a capital contribution. The success of this conten­
tion will depend on the adequacy of the corporation’s capitalization 
and the terms of the installment note. The IRS would not be on firm 
ground, unless Excorp’s original capital was inadequate. Operating 
without ownership of the real estate for one year would indicate that 
Excorp had been adequately capitalized. This ground involves the 
various facets of the debt-equity problem reviewed at 205.
Third, the IRS might contend that the installment obligation is a 
“security,” and therefore Excorp’s tax basis for the real estate should 
remain as low as it was in Propie’s hands at the date of purported 
sale. The IRS would rely on this ground as a last resort. Recognizing 
the installment obligation as a security means that interest payments 
will be deductible by Excorp, and that the repayments of principal 
will qualify partly as a nontaxable repayment of a loan and partly as 
capital gain, instead of being taxed as dividend distributions to 
Propie. A five-year contractual obligation can hardly be classified as 
a security; moreover, the IRS would be the last one to want it so 
classified for the purposes of the organization and reorganization sec­
tions of the Code. On the other hand, if Excorp had issued a ten-year 
secured note without provisions for installment payments, the “se­
curity” question would be closer. (See the discussion of securities 
in 402.3.)
Whether an incorporating sale will be recognized as such or classi­
fied as a tax-free transfer will depend on all the facts of a given case.
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The footnote includes a number of cases in which the taxpayer pre­
vailed and others in which the Commissioner prevailed.79
Reflections. The question of whether an incorporating sale is a tax­
able sale is analogous to the equity-debt question discussed at 205. 
In fact, the adverse consequences of having a loan reclassified as 
equity capital are equally applicable to a corporate debt arising 
from an incorporating sale of the property.
Where a taxable sale is desired, it will generally be advisable not 
to take any negotiable instrument from the corporation so as to 
avoid the question of whether it qualifies as a security. Also, consider 
arranging the transaction so that the payments will be spread over 
a period of years and the gain can be reported under the install­
ment method, for two reasons:
a. Unless the installment method is available, the tax profit on 
the transaction will be reduced by interest costs. That is, in a 
non-installment sale, the incorporator will have to pay his tax 
now while the corporation’s tax benefit (e.g., depreciation de­
ductions) will be deferred.
b. If the sale is later reclassified as a capital contribution, so that 
the payments of the sale price are considered dividends, ordi­
nary income will not be bunched in one year.
4 0 5  Methods for Incorporating Partnerships
There are three methods for the tax-free transfer of a going busi­
ness conducted by a partnership,80 namely:
79 Decisions in which the taxpayer prevailed:
Sun Properties Inc., 220 F2d 171, 44 AFTR 273, 55-1 USTC ¶9261.
A. Perrault, 25 TC 439, acq.
E. Evwalt Development Corp., TC Memo 1963-56 
Charles E. Curry, 43 TC 667.
Decisions for the Commissioner include:
Aqualane Shores, Inc., 269 F2d 116, 4 AFTR 2d 5346, 59-2 USTC ¶9632 
Truck Terminal Inc., 33 TC 876
Hertwig, 22 AFTR 2d 5249, 68-2 USTC 119495.
80 There is only one way to incorporate a sole proprietorship—direct transfer of 
the business assets from the proprietor to the corporation.
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a. Direct transfer of net assets by the partnership to the corporation.
b. Indirect transfer of net assets to corporation—i.e., distribution to 
partners in partial or complete liquidation and conveyance by them 
to the corporation.
c. Transfer of partnership interests to the corporation.81 823
Of the three methods, the first is the simplest; as a practical matter, 
in the incorporation of a going business it will frequently be the only 
method available.
405.1 Direct Transfer of Partnership Assets. Ordinarily, the 
direct way is the best way to incorporate a partnership. Under this 
method, the partnership itself transfers its assets (usually not all) to 
the corporation in exchange for the latter’s stock (plus securities and 
boot, if any) and its assumption of business liabilities. The stock may 
be issued to the partnership and in due time distributed to the part­
ners, or the stock might be issued directly to the partners.82 In such 
an exchange, the partnership will be regarded as the “transferor.” 
Accordingly, the corporation will inherit the partnership’s tax basis 
for the assets without regard to what the partners’ tax basis for their 
interests are. In this respect, the partnership is clearly regarded as a 
separate entity, like a corporation, from its owners.
Incidentally, in spite of the separate entity concept, the “control 
immediately after the exchange” requirement (see 402.2) is consid­
ered satisfied although there is an immediate distribution of the stock 
by the partnership; in fact, the requirement is considered satisfied 
where the corporation issues the stock directly to the partners rather 
than through the partnership. It has been reasoned that where a 
partnership’s assets are transferred directly to the corporation there 
is either (a) a conversion of partnership property to the partners’ 
property prior to transfer to the corporation, or (b) an actual or 
constructive receipt by the partnership of the stock prior to the dis­
tribution to the individual, it being immaterial that the partnership as 
such never has physical possession of the stock.83 In other words, it 
is not necessary for the partnership itself to have “control immedi­
81 As to a taxable transfer by means of an ordinary sale, see 404.
82 Issuing the stock directly to the partners may save a state transfer tax.
83 Miller Bros. Electric, Inc., 49 TC 446; see also S. M. 3748, CB 1925, IV-2, 17.
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ately after” the corporation is formed, so long as the partners do. This 
rule is in accord with Sec. 351(c) which permits a corporate trans­
feror (indisputably a separate entity) to distribute to its stockholders 
any stock received in a Sec. 351 transaction without adverse effect on 
the control requirement.
Reflections. Unless there is a tax-basis reason (see 405.2) for choos­
ing one of the other methods of incorporation, the direct transfer 
method should be used. I t is the simplest; the incorporation trans­
action will consist merely of a single conveyance of properties by 
the partnership, joined in by the partners, to the corporation. More 
importantly, the direct transfer route will permit the partnership 
to be liquidated over a reasonable period of time. A hasty liquida­
tion of the partnership will usually be ill-advised (see Chapter 6).
405.2 Indirect Transfer of Partnership Assets. Ordinarily, the 
total tax basis of the partnership’s assets will equal the total tax basis 
of the partner’s interests. Accordingly, when the partnership distrib­
utes its assets proportionately to the partners in complete liquidation, 
the partners’ tax basis for each asset will be the same as the partner­
ship’s tax basis for each asset.84 Consequently, when partnership assets 
are conveyed through the partners, the corporation’s tax basis will 
ordinarily be the same as though the assets had been conveyed directly 
from the partnership to the corporation.
However, the total of the partners’ tax bases for their interests can 
differ from the partnership’s tax basis for all its assets. This will occur 
when a partner acquires his interest by purchase or inheritance. 
Where the tax basis of a partner’s interest is greater than his share of 
the tax basis of all the partnership assets, the indirect transfer method 
can create a stepped-up basis for the transferred assets, without tax.85 
In such a case, when the assets are distributed to a partner, they will 
be accorded a total basis equal to his basis for his interest. In general, 
the total basis will be allocated to each asset in proportion to its tax
84 See Sec. 732.
85 Conversely, where the partnership’s tax basis for its assets exceeds the sum 
of the partners’ tax bases for their interests, the indirect transfer would result 
in a step-down in the tax basis of the properties. In such case, the partner­
ship should directly transfer the assets, as generally recommended in 405.1.
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Cash
Table 15
Inventory
Tax basis of P 's in terest ($45,000)
A llocated to  cash $3,000
A llocated to  inventory  
($45,000-$3,000) $42,000
Tax basis of A’s in terest ($25,000) 3,000 22,000
Tax basis of B’s in terest ($25,000) 3,000 22,000
T otal $9,000 $86,000
basis (not fair value) in the hands of the partnership.86 The follow­
ing simplified example will illustrate this.
example. A, B, and C are equal partners in Pandco. The tax basis 
of each partner’s interest is $25,000 but the fair value is $45,000. 
Except for $9,000 in cash, Pandco’s only tax-basis property is in­
ventory whose tax basis and fair value is the same, $66,000. Pandco 
also owns goodwill with a fair value of $60,000 but no tax basis. 
P buys A’s interest, paying $45,000. It is then decided to incorporate 
the partnership, under the name of Excorp, in a wholly tax-free 
transaction.
If Pandco conveys its properties directly, Excorp’s tax bases for 
the cash and inventory will total $75,000, although its stock will have 
a total basis of $95,000 in A, B and P’s hands. But if Pandco distrib­
uted its assets in complete liquidation and the partners conveyed 
them to Excorp, the tax basis of the inventory would be stepped up 
to $86,000, determined as shown in Table 15, above. The trans­
actions would be tax free to all concerned.
However, in order to get a step-up in basis, the distributions will 
have to be in complete liquidation (or one in a series of complete 
liquidations). Ordinarily, in non-liquidation distributions, the part­
nership’s tax basis for the distributed properties becomes the part­
ner’s tax basis. Thus, assuming only the inventory was distributed 
in partial liquidation and conveyed to the corporation, the tax basis 
would remain at $66,000. And, thus, the indirect transfer method
86 This result could also be accomplished by having the partnership elect to in­
crease its tax basis for its properties. (See Secs. 743 and 754.)
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will be pointless unless the partnership is completely liquidated.
Reflections. The IRS may contend that the partnership’s liquidating 
distribution and the transfer by the partners were interdependent 
steps, and therefore the net tax effect of the transactions is the same 
as if there was a direct transfer of assets.87 For practical and tax 
reasons88 it may be necessary to vest each partner with an undivided 
interest in each partnership asset in one document and, almost 
simultaneously, for each partner to convey his undivided interest 
in each asset to the corporation in another document. Such facts 
will support a finding of interdependent steps.89
In any event, the liquidating distribution will trigger the recap­
ture of investment credit. Also a complete liquidation means the 
termination of the partnership’s existence; the lack of time for an 
orderly winding up of partnership affairs may prove costly. (See 
Chapter 6.)
405.3 Transfer of Partnership Interests. There seems to be an 
alternative to the indirect-transfer-of-asset method for getting a step- 
up in basis for partnership assets—direct transfer of all partnership 
interests to the corporation.90 Since there is only “one partner,” the 
partnership’s existence would be terminated. Under Sec. 351 the 
corporation would be entitled to use the partners’ tax basis for their 
interests; under the partnership rules, the total of the tax basis of 
the partners’ interests would be allocable over the partnership assets 
in the manner described at 405.2.
Reflections. I t  will be necessary to determine whether such trans­
fers of partnership interests are valid under state law. If so, this 
method will be simpler and less expensive to execute since there
87 On the other hand, as a matter of law, there seems to be a constructive liqui­
dation of the partnership and conveyance by the partners of the assets, where 
the partnership directly transfers all its assets to the corporation. See 405.1.
88 Under Sec. 751 income may result where unrealized receivables, depreciation 
recapture properties, etc., are distributed disproportionately to partners.
89 Compare Court Holding Co., 324 US 331, 33 AFTR 593, 45-1 USTC ¶9215, 
with Cumberland Public Service Co., 338 US 451, 38 AFTR 978, 50-1 
USTC ¶9129.
90 See Thomley, 147 F2d 416, 33 AFTR 684, 45-1 USTC ¶9139. See also Flexer 
Theaters of Mississippi Inc., 224 F2d 445, 55-1 USTC ¶9503.
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will be only one conveyance of individual assets. Also, the absence 
of a transitory conduit (the partners) in the transfer of the assets 
gives this method a more virtuous appearance than the indirect- 
transfer-of-assets method. Otherwise, it is difficult to see why this 
method should be more or less effective than the indirect-transfer 
method in achieving the step-up in basis. In substance, both trans­
actions have the same result—the complete liquidation and incor­
poration of a partnership. Incidentally, Reg. Sec. 1.741-1 recognizes 
that a partnership interest may be transferred in a Sec. 351 trans­
action. As to objections to the complete liquidation of a partnership 
at the moment of incorporation, see Reflections under 405.2.
4 0 6  Timing an Incorporation Transaction
Although it may be clearly advantageous to incorporate a going 
business, it does not necessarily follow that “the sooner the better.” 
Good timing can save expenses and taxes; bad timing can increase 
both. Therefore, the date of incorporation should not be based on a 
horoscope reading for the majority stockholder’s wife, but rather on 
a thorough study of the question. The pertinent and nontax factors 
will vary for each corporation. Some of the more significant ones are 
reviewed below.
Time for planning and execution. After a decision to incorporate is 
reached, a reasonable amount of time should be allowed for planning 
and execution, including: tax planning for winding up the unincor­
porated entity (see Chapter 6); obtaining an IRS ruling on the incor­
poration transaction if there are any substantial tax problems; pre­
paring and obtaining a corporate charter; obtaining consents of third 
parties to transfers of their contracts to the corporation (e.g., leases, 
customers, contracts and loan agreements); for a business holding 
licenses or otherwise subject to governmental regulation, getting con­
sent of the authorities to the change in form of doing business; pre­
paring, executing and filing documents relating to the transfer of 
the business properties and debts; permitting partners to raise addi­
tional capital, if necessary, to pay for their shares of stock and settling 
with any dissident partners who object to the incorporation.
Closing of books. All other things being equal, the ideal incorpora­
tion date is the last date of the unincorporated entity’s accounting 
period; otherwise the expense and ordeal of closing the books will be
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compounded. For example, where a partnership is on the calendar 
year and the corporation will adhere to such accounting period, it 
would be natural to incorporate on December 31; then there would 
be no extra year-end closing expenses and problems. On the other 
hand, an incorporation on November 30 would require two complete 
closings of the books on December 31—one for the corporation and 
one for the partnership—plus partial closing work for the partnership 
as of November 30.
Also, it is advisable to incorporate on a date which will leave suffi­
cient time before the end of the corporation’s first taxable year for 
deciding which elections of tax accounting methods should be made 
in such year. (See Chapter 5.)
Shifting taxable income. When the taxable incomes of the owners 
of the unincorporated entity pass the 48 per cent tax bracket ($22,000 
on separate returns, $44,000 on joint returns) during the taxable 
year, it will be advantageous to incorporate. The business income 
for the balance of the year will be taxed at the lower corporate tax 
brackets of 22 per cent and 48 per cent.
Avoiding income bunching. When the unincorporated entity is on 
a fiscal year and the partners are on a calendar year, anywhere from 
13 to 23 months of income from the business will be bunched on the 
partner’s tax return, depending on the fiscal year. (See 607 for mitiga­
tion possibilities.)
Payroll taxes. There is a ceiling on the amount of an employee’s 
wages subject to federal social security tax, the 1968 maximum being 
$7,800. In computing this ceiling, the corporation may include wages 
paid by the unincorporated entity to an employee during the earlier 
part of the calendar year, where the corporation acquires substantially 
all the property used by the unincorporated business, or by a unit of 
that business.91
However, where the corporation does not acquire “substantially all” 
the properties of the predecessor unincorporated entity, each entity 
will have to pay the maximum payroll taxes on all wages paid by it 
to each employee—though the result may be to double the payroll 
tax liability for higher paid employees. The extra tax liability may be 
minimized or avoided by incorporating early or late in a calendar 
year. This is applicable in principle to federal and state unemploy­
ment taxes.
Reg. Sec. 31.3121(a) (1)-1(b).
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example. Pandco pays Britey $15,600 in 12 monthly payments. Al­
though Pandco is to be incorporated, it will retain plant proper­
ties and lease them to Excorp, the corporate successor. If the 
incorporation occurs on July 1, 1968, Pandco and Excorp each will 
have to pay a federal security tax of $343.20 (4.4 per cent of 
$7,800) on wages paid to Britey. If the incorporation occurs on 
January 2, 1968, only Excorp will have to pay the $343.20 tax on 
employee’s wages; if the incorporation occurred on December 31, 
only Pandco would have to pay such tax.
Contemplation of death. When the sole proprietor of a business own­
ing substantially appreciated properties is aged or seriously ill, con­
sider delaying the incorporation (or at least withholding substantially 
appreciated properties). After his contemplated death, the business 
or the withheld properties could be incorporated. Then the corpora­
tion’s basis for assets would be stepped up to their value at the sole 
proprietor’s death without anyone paying an income tax on their 
appreciation in value. Otherwise, the step-up in basis could not be 
accomplished free of income tax.
The foregoing is equally applicable to the incorporation of a part­
nership in which the death of the dominant partner is contemplated. 
Although it would be the basis of the partner’s interest which is 
directly increased, the increase can be allocated among the partner­
ship assets. (See 405.2 and 405.3.)
407 Selecting State of Incorporation
All things being equal, it would be natural to incorporate in the 
state in which the head office of the business is located, or in which 
its principal activities are conducted. However, incorporation in a 
state in which little business or even none is conducted, may be 
advisable, provided the law of that state best fits the proposed cor­
porate structure. State corporation laws are still far from uniform. 
Therefore, it still pays to shop around for a state in which to incor­
porate, especially for a multi-state business.
Some of the differences in state laws which may influence a deci­
sion as to where to incorporate include:
Purposes and powers. Some states are less liberal than others as 
to the extent of purposes for which a corporation may be organized 
and the powers with which it may be vested.
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Directors. Some states sharply restrict the freedom to appoint 
directors by imposing residence or citizenship requirements, and/or 
the ability to remove directors without cause. More important 
today, some states permit a corporation more latitude for indemni­
fying directors (or officers) for expenses and liabilities arising from 
their actions in such capacity.
Stock. Some states limit the kinds of stock which may be issued.
Limited liability. In some states, the limited liability of the stock­
holders may be qualified in certain respects. (See 302.)
Redemption. Some states may prohibit the redemption of stock 
except out of surplus.
Dividends. There are differences among state laws as to sources from 
which dividends may be paid.
Transferability of stock. Some states are less tolerant of restrictions 
on transferability of stock than others, though such restrictions are 
essential for the continued success of the business.
Meetings. Some states require that directors and stockholders’ meet­
ings be held in the state of incorporation.
Organizational expenses. I t  may be more expensive to incorporate 
in one state than in another.
Voting trusts. Some states are less tolerant of voting trusts than 
others.
Perpetual existence. Some states limit the number of years for which 
a corporation may exist.
Mergers. Today, states whose laws facilitate merger and consoli­
dation will be better locations for starting up a corporation.
Reflections. Selecting the state of incorporation is a matter for the 
attorney. However, the incorporators and the accountants should 
advise him of the rights and privileges they consider essential for 
the corporation or the stockholders, especially those of an unusual 
nature. Thus, if the stockholders consider it essential to be able to 
readily unseat directors, the attorney should be so advised so that 
he may select a state which provides greater latitude for such 
action.92
92 It should not be assumed that incorporation in one state will enable the cor­
poration to sidestep compliance with conflicting laws of another state in which 
it does business.
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408  State and Local Taxes on Incorporation Transaction
The incorporation transaction itself may result in state and local 
tax liabilities, even though it is wholly tax free for federal income tax 
purposes. Therefore, where a state or locality in which business is 
done imposes an income tax, it will be necessary to determine whether 
any gain realized by the incorporators is subject to such income tax. 
Where the state or local income tax is conformed to federal tax rules, 
the gain on the incorporation transaction probably will be tax free 
to the same extent that it is tax free for the federal tax purposes.
More and more, states and localities are imposing sales tax at in­
creasing tax rates on the sale or exchange of property. Sale or exchange 
of properties are the essence of incorporation transactions, but such 
transfers may be exempt from a jurisdiction’s sales tax. However, it 
should not be assumed that merely because a transaction is tax free 
for federal tax purposes it will be free of state or city sales tax. The 
question should be checked for every jurisdiction in which substantial 
amounts of properties are located. Note that sales taxes are imposed 
on the value of (not merely on the gain on) taxable properties, sold or 
exchanged. (See 308 as to stock issuance taxes and filing fees which 
will be incurred with respect to organizing a corporation in its own 
state and for qualifying it to do business in foreign states.)
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Chapter 5
Starting Up the Corporation
501 General
What should be done to start the corporation off on the right 
foot? Simply plan ahead; begin planning for operating under the 
corporate form during the incorporation study. As the advantages 
and disadvantages of transplanting the business to the corporate form 
become apparent during the study, prepare to capitalize on the 
advantages and to minimize or avoid the disadvantages. Also, a critical 
review of the operations of the business during its incorporation 
period may reveal deficiencies which can be corrected. For example, 
the corporation should not stick to any "unnatural” accounting period 
or undesirable accounting methods to which the unincorporated entity 
may have become wedded. As explained at 502-504, in such respects 
the corporation is entitled to a fresh start. Note that this text is 
limited to Sec. 351 incorporations of entities which had not been 
taxed as corporations, so that there is no requirement to carry over 
tax attributes under Sec. 381.
This chapter will point out areas, particularly tax areas, in which 
planning can get the corporation off on the right foot. Chapter 6 will 
point out areas in which planning can make the termination of the 
old unincorporated entity as painless as possible. This chapter and 
Chapter 6 are inseparable. The planning should be detailed and ex­
tensive. There are no more unnecessary "details” in planning than 
there are unnecessary “nails” in a horse’s shoe.
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502 Selection of Taxable Year
Ordinarily, taxable income must be computed on the basis of a 
full 12-month (or 52-53 week) period. Shorter taxable periods are 
permissible only for the first and last year of a taxpayer’s existence, 
or for the period bridging a permissible change in accounting period. 
Reg. Sec. 1.441-1 permits a taxpayer in its first return to adopt any 
of the authorized accounting periods without obtaining prior approval. 
Thus, a new corporation is free to choose any acceptable accounting 
period, even one which varies from that used by the business before 
its incorporation.
The authorized accounting periods, or taxable years, fall into two 
classifications:
a. The calendar year.
b. The fiscal year—a year ending on either
(i) the last day of a month other than December 31, or
(ii) the same day of the week occurring every 52 or 53 weeks. 
(For example, the last Friday in every December; see Sec. 
441(f).)
A fiscal year may be used for tax purposes only if adequate books 
are kept on a fiscal year basis.1
A new corporation must adopt its first taxable year before the 
time prescribed by law (not including extensions) for the filing of 
the return for such taxable year. Rev. Rul. 68-1251 2 states that the first 
taxable year is effectively adopted if such action is manifested on the 
taxpayer’s books and records (e.g., in bylaws) before the statutory 
due date—even though the return for such a year is filed late.
The first taxable period begins on the date the corporation’s exist­
ence begins under local law,3 not when it begins to do business as 
could be inferred from the example used in Rev. Rul. 68-125. A failure 
to timely adopt a taxable year—even though explainable by the inac­
tivity of the corporation—may compel a new corporation to start off 
with a calendar year, and then seek permission to change to the pre­
ferred fiscal year.
1 See Reg. Sec. 1.441-1(e) and (g); Atlas Oil & Refining Corp., 17 TC 733, acq.
2 IRB 1968-11, 4.
3 IT 3466, CB 1941-1, 238.
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example. Excorp is chartered on January 15, 1968 but remains 
completely inactive until July 10, 1968 when it acquires a going 
business. To adopt a January 31 fiscal year, Excorp must manifest 
its intention to do so by April 15, 1968. This may be done by filing 
a tax return on Form 1120, or requesting an automatic extension of 
time on Form 7004, or by indicating such choice on its books and 
other records (bylaws).
If Excorp were to file its first return for a period beginning June 
10, 1968 and ending January 31, 1969, its first return would actually 
cover more than 12 months—January 15, 1968 to January 31, 1969. 
The IRS can reject such return and require Excorp to file a return 
for the period January 15 to December 31, 1968, and to continue 
using a calendar year until a change in period is authorized.
Conceivably, the IRS would accept the return for period ended 
January 31, 1969, but there are apt to be conditions imposed, on 
the theory that a change in accounting period is involved. The 
conditions could include:
a. Income for the short period must be annualized, thus causing 
a loss of almost half of the $25,000 surtax exemption.
b. If Excorp elected Subchapter S status, its principal stockholders 
may be required to change to a January 31 fiscal year, thus 
eliminating the tax deferment opportunity discussed below.4
There are nontax as well as tax motivations for selecting a fiscal 
year with care. The right year end will reduce the cost and facilitate 
the process of closing the books, issuing financial statements, and filing 
tax returns and other reports required by governmental agencies. A 
“natural” business year—frequently not the calendar year—should be 
selected. A natural business year is one which ends when the tasks in­
cidental to closing the books will be easiest to perform (e.g., less inven­
tories to take) and when the most personnel will be available to do so 
(e.g., when holidays and vacation periods are at a minimum). For 
example, a department store should find a year ending January 31 a 
more natural accounting period than November 30.
From a tax viewpoint, it would be best to select an accounting
4 Compare Section 706(b) which restricts new partnerships from selecting tax­
able years which vary from those of its 5 per cent-or-more partners.
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period which will postpone the payment of taxes, which means 
interest-free use of the tax dollars. Moreover, assuming perpetual exist­
ence, the tax deferment is practically equal to a tax saving. Actual 
tax savings could be accomplished by ending the taxable year as 
soon as $25,000 of income is earned. These points are exemplified 
below.
example 1. Esscorp, which will elect to be taxed under Subchapter 
S, is organized and acquires a business in February 1968. Esscorp 
should adopt a year which ends shortly after the taxable (calendar) 
year used by the principal stockholders. This will enable them to 
defer payment of tax on corporate income from one year until the 
following year, provided the income is not prematurely distrib­
uted. Assuming Esscorp adopts a January 31 year, its February- 
December 1968 income will not be taxable to the stockholders until 
1969, provided no distribution is made before January 1969.
example 2. In January 1968, Excorp is organized and acquires a 
highly seasonal business which normally sustains a loss of $100,000 
during the January-June period and realizes a profit of $300,000 dur­
ing the July-December period. Were a calendar year adopted, Ex­
corp would have to pay a tax on $200,000 by March 15, 1969. By 
adopting a June 30 year instead, Excorp will not have to pay tax 
until September 15, 1969 and then only on $100,000 of taxable 
income. In effect, 12 months of losses (the net operating loss carry­
over from January-June 1968 and the loss for January-June 1969) 
are deducted against six months of income (July-December 1968). 
So long as operating results conform to the described pattern, Ex­
corp will continue to have the free use of $48,000 (48 per cent of 
$100,000) of tax-deferred dollars. On the other hand, the transfer of 
the business in January to Excorp would deprive the owners of 
the unincorporated business of a deduction of the $100,000 loss on 
their 1968 return. (In this connection see 408, Timing an Incor­
poration Transaction.)
example 3. Zeecorp is organized in June 1968, and realizes $25,000 
of taxable income by June 30. If a June fiscal year is selected, a 
full surtax exemption will be allowed for only a one-month period.5
5 Taxable income for a short period which constitutes the corporation’s first or 
last taxable year does not have to be annualized. Reg. Sec. 1.443-1 (a).
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Table 16
Six-Month
Period
Calendar
Year
June 30 
Year
January-June 1968 $(100,000) $(100,000)
June-D ecem ber 1968 300,000 $200,000
January-June 1969 (350,000) (50,000)
June-D ecem ber 1969 750,000 400,000 750,000*
T ota l $600,000 $600,000 $600,000
*This will be includible in the June 30, 1970 year, and does not reflect any loss 
for the January-June part of such year.
This may effectively give the corporation the benefit of an extra 
surtax exemption during its lifetime.
Reflections. The suggestions reflected in the above examples (or any 
other tax suggestions) should not be considered in a tax vacuum. 
Thus, before adopting a tax-saving accounting period, also consider:
a. Will the use of such period be so unnatural that the tax benefit 
would not compensate for the increases in administrative costs 
and problems?
b. Will a desirable tax year mean that annual income will be con­
tinuously distorted? Thus, in example 2, if the July-December 
profit represents the fruits of January-June labor, a June 30 year 
will artificially split the annual business cycle. The annual finan­
cial statements would become most vulnerable to distortions. 
Assuming Excorps loss for January-June 1969 climbed to 
$350,000, and that the increased expenditures during such period 
generated a profit of $750,000 during July-December 1969, the 
distortions will be evident from Table 16, above.
503 Selection of Overall Accounting Method
“Overall accounting method” refers to the rules generally applied in 
determining when (in which year) income and deductions should be 
reported. Sec. 446(c) recognizes three overall methods of tax ac- 
counting, namely:
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a. Cash receipts and disbursements, under which income items are 
reported in the year they were actually or constructively received 
in cash or its equivalent, and deductible items are allowed when 
paid in cash or in other property. In fact, a pure cash receipts and 
disbursements method is unacceptable for tax purposes. For ex­
ample, capital expenditures cannot be deducted in the year paid.
b. Accrual method, under which both income and deductions are 
reported in the year in which (i) the right to receive an income 
or the obligation to pay for a deductible item becomes fixed and 
(ii) the amount is determinable with reasonable accuracy.
c. Hybrid method, which is a combination of the two preceding 
methods. According to Reg. Sec. 1.446-1(c )(iv ), there is only one 
permissible combination—computing gross income (receipts less 
cost of goods or services sold) on the accrual method while all 
other income and expenses are reported on the cash method. The 
regulation specifically prohibits the combination of the cash meth­
od for computing gross business income and the accrual method 
for computing business expenses.
For business taxpayers, the hybrid method is probably the prevail­
ing method. Most businesses will use the accrual method, but invari­
ably report some income and expense items on the cash method, usu­
ally for practical reasons. In effect, the hybrid method permits (or re­
quires) both the taxpayer and the Commissioner to live with an 
improper method of accounting for a material item of income or 
expense.
There are special methods of accounting for specific items which 
are sanctioned by the Code or regulations, without regard to the 
overall method used. Thus, it is acceptable for an accrual method 
dealer in personal property to report installment sales under the in­
stallment method. In certain businesses, more income and expenses 
may be accounted for under a special method than under the overall 
method; e.g., a cash basis contractor may report substantially all its 
income and expenses under a completed contract method of account­
ing. Many of these special methods of accounting for individual items 
are discussed under 504.
What can, should, or must a corporate successor in a Sec. 351 
transaction to a going business adopt as its overall tax accounting 
method?
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a. The corporation can adopt any proper accounting method it 
chooses; it is not bound to continue to follow the unincorporated 
predecessor’s method.6
b. The corporation’s method of tax accounting should be the same as 
the method used for book accounting. This requirement is binding 
for the first year of the corporate existence. Therefore, a newly 
created corporation which adheres to the unincorporated prede­
cessor’s book accounting method should not use a different tax 
accounting method.7 After the tax accounting method is estab­
lished, the force of the conformity requirement is debatable. Cer­
tainly, the corporation acquires no right to change its tax account­
ing method—without the Commissioner’s consent—by merely 
changing its book accounting method.8
c. The tax accounting method employed must “clearly reflect in­
come.” The accrual method, including inventories, “must” be used 
by a manufacturer or dealer in accounting for income from the 
production, purchase and sale of merchandise.9 Otherwise, as 
applied to individual items, it is not clear what is meant by 
“clearly reflecting income.” At times, the IRS seems to interpret 
“clearly” as meaning “rapidly,” while taxpayers frequently equate 
“clearly” with “slowly.” The courts seem to generally side with 
the Commissioner’s viewpoint; e.g., requiring prepaid-but-un­
earned receipts to be reported as taxable income.10 1On occasion, 
“consistent” accounting for an item of income or deduction will 
be construed as “clearly” reflecting income.11
A corporate successor to an unincorporated business should not 
assume that it can continue an improper method of accounting which 
has been used for many years. The acceptance of an erroneous method 
of accounting by the IRS for a prior year will not stop it from making 
the appropriate correction for even the same taxpayer, much less for 
a different taxpayer succeeding to the same business. The IRS may 
not have insisted on correcting the unincorporated entity’s tax ac­
6 Akron, Canton & Youngstown R.R. Co., 22 TC 648.
7 See Berryman D. Fincannon, 2 TC 216.
8 See St. Luke’s Hospital, 35 TC 263, nonacq.; and Rev. Rul. 68-83, IRB 1968-9.
9 Reg. Sec. 1.446-1.
10 Schlude, 372 US 128, 11 AFTR 2d 751, 63-1 USTC ¶9284.
11 See 504.1 dealing with inventories.
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counting method because such action would permit income accumu­
lated at the beginning of 1954 under the incorrect method to forever 
escape tax.12 13But there can be no pre-1954 adjustment for a corpora­
tion organized after 1953—even one acquiring a pre-1954 business in 
a tax-free transaction; therefore, the Commissioner may insist on the 
corporation making the very change that he did not press on the un­
incorporated entity.13
Reflections. Before incorporation, it is advisable to determine: what 
is the proper accounting method for the business; how does the 
correct method vary from the method used by the unincorporated 
predecessor entity; what are the consequences of any variance; 
and how can the tax cost of the correction be minimized. Any cor­
poration formed after 1954 in a Sec. 351 transaction should, in 
selecting its overall accounting method, proceed on the premise that 
it cannot indefinitely use a method which distorts income. Because 
there can be no pre-1954 adjustment for the corporation, it is likely 
that the IRS will ultimately correct the method—and the IRS’s tun­
ing could be bad for the taxpayer.
Comparing the cash and accrual methods, each one has its advan­
tages and disadvantages. For example, under the cash method, there 
is no tax to be paid on uncollected income; income can be deferred 
by later billing, and deductions can be deferred by later payment. 
On the other hand, deductions cannot be claimed until paid. Under 
the accrual method, deductions can be claimed although not paid, 
but tax will be payable on the income although not yet collected; 
the timing of income and deductions is not as controllable under 
the accrual method as under the cash method. From a nontax 
viewpoint, the accrual method is preferable; gross income and de­
ductions are more closely correlated than under the cash method, 
hence net income will be more clearly reflected.
504  Selection of Special Accounting Methods
The Code and regulations permit "special” accounting methods, for 
specific items, without regard to the overall accounting method being
12 The pre-1954 adjustment, required by Sec. 481, is explained and exemplified 
at 602.
13 See Ezo Products, 37 TC 385.
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used. Most special methods will be inconsistent with the overall tax 
accounting method used by the taxpayer (e.g., an accrual method 
taxpayer may report credit sales on the installment method). Some 
special methods merely represent alternative methods of handling a 
given item, and are not inconsistent with the overall method used by 
the taxpayer (e.g., alternative ways of valuing inventory).
Often, the selection of a special accounting method for a given type 
of transaction will constitute a binding election for all such transac­
tions, and may be changed only with the Commissioner’s consent. 
However, some special methods are not binding except for the specific 
transaction for which they were selected; for example, using the in­
stallment method to report a gain from the casual sale of personal 
property. The election of a special accounting method will not neces­
sarily have to be made in the corporation’s first year; usually it must 
be made in the year the relevant income or expenditure occurs for 
the first time.
The more generally applicable special accounting methods, which 
should be given deliberate attention in the preparation of the cor­
poration’s first return, are reviewed in subsections 504.1 to 504.11. 
The list is not all-inclusive, most of the omissions consisting of methods 
peculiar to specific industries (e.g., publishing, farming and natural 
resources). A review of the unincorporated entity’s tax returns for 
several years should assist in the determination of the special account­
ing methods which should be selected on the corporation’s first return.
Reflections. Special methods of accounting invariably provide tax 
relief from the rules for overall methods of accounting, and there­
fore should be utilized. See 504.2, dealing with reserve for bad 
debts, as to how easily an essential election may be overlooked or 
bypassed on a new corporation’s first return.
504.1 Inventories. Sec. 471 and the related regulations require 
every manufacturer or dealer in personal properties to use inventories 
in determining taxable income. While specifying that the method used 
shall conform to the practice generally followed in the trade or busi­
ness, consistency in the method used by a taxpayer is generally con­
sidered a greater virtue than conformity to a method used by com­
petitors.14 In a Sec. 351 transaction, the unincorporated entity’s tax
14 See Reg. Sec. 1.471-2 and Geometric Stamping Co., 26 TC 301, limited acq.
153
basis for its closing inventories becomes the corporation’s tax basis 
for its opening inventories.15 16 Nevertheless, the corporation is not 
compelled to adhere to the unincorporated entity’s method of valuing 
its inventories.16 The method used by the corporation in its first return 
will be binding in future returns.
Frequently, incorrect methods of inventorying will be initially 
adopted, because the value of the inventories is relatively constant, 
small, etc.,17 and such methods will be consistently followed even 
after the values are no longer constant, or small. Because of the way 
the pre-1954 adjustment rule of Sec. 481 operates,18 the IRS may 
insist on changing a grossly incorrect method of inventorying when it 
is adopted by a newly organized corporation, after having allowed 
the unincorporated entity to utilize such a method for many years. 
Therefore, it will be advisable to initially adopt acceptable methods 
which will most clearly reflect income. In addition to tax accounting 
rules, consideration should be given to the advice of key personnel 
concerned with acquisition, disposition and pricing of inventories.
The following are thumbnail sketches of the available inventory 
methods.19 There are two methods generally available to businesses:
a. Cost, under which inventories are carried at the cost of manu­
facture or purchase. The goods on hand in the closing inventories 
must be identified under one of the following methods (each of 
which constitutes a binding accounting method election in itself): 
FIFO (first-in, first-out), LIFO (last-in, first-out), average cost, 
specific identification, and the retail method.
b. Cost or market, whichever is lower. Under this method, each in­
ventory item (or, more practically, class of items) is valued at 
market value when it is lower than cost. In general, market value 
is the replacement cost of purchased items and the reproduction 
cost of manufactured inventories.
Special industries have other methods of inventorying available.
Thus, dealers in securities and commodities can use the market value
15 See 402.8.
16 Textile Apron Co., 21 TC 147, acq.
17 Under such circumstances, inventories are even ignored by some taxpayers—
but though practical, such action is not proper.
19 See Reg. Secs. 1.471 and 1.472 for more detailed explanations.
18 See 503 and 602.
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method, under which unrealized appreciation as well as unrealized 
depreciation in value will be taken into account. Farmers have three 
additional options: (1) disregarding inventories, i.e., expensing crop­
raising costs; (2) the farm-price method, which fixes the inventory 
at market price less direct costs of disposition; and (3) the unit- 
livestock-price method, under which each animal is assigned a “stand­
ard cost” based on its age and nature.
Reflections. Where the incorporation is the first step in a plan to go 
public, it will be particularly advisable to start the business off with 
the correct method of inventorying, for the continuity of an in­
correct method will present complications when the closely held 
corporation is exposed to the glare of the public market place.
504.2 Bad Debts. There are two methods of accounting for bad 
debts:
a. The reserve method, which is available only to businesses which 
sustain “ordinary” (regularly recurring) bad debt deductions.20
b. The specific chargeoff method, which is available to any business.
Ordinary debt deductions will be incurred only by (1) businesses 
which sell merchandise or render services on credit and use the in­
stallment or accrual method of accounting and (2) money-lenders 
(such as banks and small loan companies), even though they may use 
the cash method of accounting. Since other cash basis businesses 
would have a zero tax basis for their trade accounts receivable, they 
would not ordinarily have deductible bad debt losses.
Under the chargeoff method, the bad debt deduction is allowable 
on an account-by-account basis. A partial bad debt deduction is allow­
able with respect to a specific account receivable to the extent of the 
lesser of either the portion actually charged off on the books or the 
portion which is uncollectible at the year end. To the extent not 
partially deducted in a prior year, the balance of a receivable must be 
deducted in the year in which the account becomes wholly worth­
less, whether or not it has been charged off on the books.
Under the reserve method, annual additions to the reserve will be 
deductible to the extent that they do not result in an unreasonable 
balance in the reserve at the year end. Recoveries of prior amounts
201.T. 1644, CB II-1, 99.
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previously charged against the reserve, or better-than-anticipated col­
lections, may preclude further additions to the reserve, but will not 
require the restoration to income of any portion of the reserve. Tax­
able income may result when a portion of the reserve is transferred 
to income or surplus.21 When the receivables are sold or otherwise 
disposed of, or fully collected, the reserve becomes unnecessary and 
must be restored to taxable income.22 
For any business sustaining significant bad debt deductions, the 
reserve method is preferable to the chargeoff method for at least the 
following reasons:
a. When bad debt losses are significant, the financial statement should 
reflect provisions for bad debts. There is no tax disadvantage to 
conforming the tax accounting to the “required” book accounting.
b. An accrual basis taxpayer must pay taxes on uncollected sales in­
come. The reserve method will mitigate the cash flow problem to 
the extent that it sanctions a deduction for the estimated amount 
of uncollected receivables.
c. Under the chargeoff method the taxpayer must not only prove 
that the debt was worthless at the year end but also that it was 
“worthful” at the beginning of the deduction year. Deductions for 
partial worthlessness can be even more difficult to sustain, at least 
in the exact amount claimed. The difficulty of proving worthless­
ness is both indicated and mitigated by the special seven-year 
statute of limitations for claiming refunds based on bad debt 
deductions.23
Under the reserve method, it is sufficient to prove that the bal­
ance in the reserve at the year end is reasonable. Relatively simple 
formulas are available for determining reasonableness. For exam­
ple, multiply the total amount of accounts receivable at the tax­
able year end (or total of credit sales for the year) by a percentage 
representing the ratio of bad debt losses to total receivables (or 
to sales) for a given period, such as five years.24 For a corporation
21 See Rev. Rul. 58-126, CB 1958-1, 13.
22 West Seattle Nat’l Bank of Seattle, 288 F2d 47, 7 AFTR 2d 790, 61-1 USTC 
    ¶9281. But when the receivables are transferred in a Sec. 351 transaction, see 
606.
24 See Rev. Proc. 64-51, CB 1964-2, 1003.
23 Sec. 6511(d)(1).
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resulting from a Sec. 351 transaction, the prior experience of the 
unincorporated entity should be acceptable for computing addi­
tions to the reserve.
d. The additions to the reserve should be greater in high sales vol­
ume years than in low sales volume years, and therefore bad debt 
deductions will be more closely correlated with taxable income 
and tax rates. Under the chargeoff method, a receivable may cre­
ate taxable income in a 48 per cent-rate year and result in a bad 
debt deduction in either a 22 per cent-rate year or in an unusable 
net operating loss year.
Whichever method is preferred, the election must be made in the 
first return in which a bad debt deduction arises. A new corporation 
may elect either method, regardless of the method elected by its 
unincorporated predecessor. Under Rev. Proc. 64-51,25 it is relatively 
easy to obtain permission to change from the reserve method to the 
chargeoff method—but there is a price. The price is the deferment of 
the tax benefit—the deduction for the first addition to the reserve must 
be spread pro rata over a 10-year period beginning with the year of 
the change. Thus, a failure to initially elect the reserve method means 
a nine-year wait to get the full tax benefit of the basic addition to the 
reserve. (Deductions allowable under the chargeoff method may be 
claimed in full in the year of change to the reserve method.)
Reflections. An affirmative election to use the reserve method should 
be made in the corporation’s return covering the year in which 
business was begun, unless there is a compelling reason for adopting 
the chargeoff method. Although only a negligible addition to the 
reserve is justifiable, a nominal provision (e.g., $100) should be 
made on the books and deducted on the tax return. Otherwise, 
where there is no evidence of such an affirmative election, it may 
subsequently become necessary to convince the IRS that no receiv­
ables became wholly worthless before the year in which the reserve 
method is finally elected. I t is not clear, for example, whether the 
taxpayer can be considered to have elected the specific chargeoff 
method for a prior year in which a receivable became worthless 
even though no bad debt deduction was claimed. Logically, it 
would appear that the taxpayer has elected "no method” of account­
ing for bad debts until the first bad debt deduction is claimed. In
25 Ibid.
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any event, the question can be avoided simply by setting up a 
nominal reserve.
504.3 Vacation Pay. Subject to a limited exception, an accrual 
method employer may deduct vacation pay only when paid, unless 
and to the extent there is strict liability to employees; i.e., at the tax­
able year end, the employer’s liability for vacation pay to specific em­
ployees must be clearly established and the amount must be deter­
minable with reasonable accuracy. There is only a contingent liability 
where the employee runs the risk of forfeiting his vacation pay by 
leaving after the year end but before taking the vacation. In other 
words, the employee must have an enforceable right to his vacation 
pay the day after the end of the year of accrual. There does not have to 
be a formal contract (such as a union contract) with the employees, 
but the strict liability for vacation pay must be communicated to the 
employees, preferably in some form of writing. For example, em­
ployees could be given a written memorandum stating that specific 
amounts (determinable under a formula) of vacation pay will vest in 
them as of the last day of the company’s taxable year.26 (Of course, a 
cash method taxpayer can never accrue a deduction for vacation pay.)
Under a limited exception, an unincorporated business may have 
been entitled to accrue deductions under a forfeitable vacation pay 
plan, but the corporate successor to the business will not inherit the 
right to continue doing so. Due to a series of rulings and special 
acts of Congress, employers who had been accruing vacation pay for 
years ending before June 30, 1955 can continue doing so, for years 
ending before January 1, 1969. This grace period of some 12 years 
does not extend to any new corporation the right to accrue a deduc­
tion for “estimated” vacation pay.27
Furthermore, a new corporation which fails to accrue a deduction 
under a nonforfeitable vacation pay plan in its first taxable year will 
have to claim its deduction under the cash method until the Com­
missioner’s consent to a change is obtained.28 To get such a consent, 
the corporation will probably have to agree to spread the amount of 
accrual over a ten-year period beginning with the year of change.29
26 See Rev. Rul. 54-608, CB 1954-2, 8, and Rev. Rul. 58-18, CB 1958-1, 237.
28 CB 1955-1, 68; P.L. 89-692.
27 See I.T. 3956, CB 1949-1, 78; Rev. Rul. 55-426, CB 1955-1, 426.
29 Rev. Proc. 64-16, CB 1964-1, 677.
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In the year in which an accrual method corporation changes to a 
strict liability plan after starting with a forfeitable policy, a “double 
deduction” (the amount paid under the old policy plus the amount 
payable under the new plan) will be allowable.30
It is doubtful that a corporation will be able to deduct vacation pay 
liabilities assumed in a Sec. 351 transaction, since the pay will be 
attributable to services rendered to the predecessor entity. However, 
the unincorporated entity should be entitled to the deduction; to aid 
its right to the deduction, the amount should be listed as a liability 
assumed by the corporation.31
example. Excorp acquires Pandco’s business in a Sec. 351 transac­
tion. Though otherwise on the accrual basis of accounting, Pandco 
has deducted vacation pay on the cash basis because of forfeiture 
provisions in the plan. Excorp may not be allowed to deduct vaca­
tion payments to Pandco’s former employees attributable to services 
rendered to Pandco. However, Pandco should be entitled to such 
deduction, especially if the vacation pay is listed as a liability 
which Excorp agrees to pay on behalf of Pandco.
A better alternative would be for Pandco to amend its plan to 
eliminate the forfeiture provisions, and thus qualify for a double 
deduction in its last active business year. In any event, careful 
attention should be given to the transfer of the vacation pay lia­
bility in a Sec. 351 transaction.
Reflections. Generally, it will be advisable for an accrual basis tax­
payer to adopt a nonforfeitable vacation pay plan. In effect, such 
a plan will permit the taxpayer to annually make an interest-free 
loan equal to about one week of wages from the federal and other 
income taxing authorities. (This assumes an average income tax rate 
of 50 per cent and a two-week pay policy.) Today when vacation 
pay virtually is a right rather than a privilege, a forfeiture pro­
vision will rarely serve any practical purpose—especially when it 
postpones a tax deduction for one year.
504.4 Long-Term Contract Methods. Applied to “long-term 
contracts,” the cash and accrual methods of accounting can distort 
taxable income for a given accounting period. Reg. Sec. 1.451-3, rec­
30 Rev. Rul. 58-340, CB 1958-2, 174.
31 See 603.2.
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ognizing this, provides alternative methods for reporting income from 
building, installation, or construction contracts covering a period in 
excess of one year from date of execution to the date on which the 
contract is finally completed and accepted. There are actually three 
methods of accounting for long-term contracts, which may be sum­
marized as follows:
a. Physical percentage of completion method. Gross income from the 
contract is determined by multiplying the contract price by the 
percentage of physical completion, the percentage being based on 
an architect’s or engineer’s certificate. From such gross income, 
the related “expenditures made” during the year (giving effect to 
opening and closing inventories of supplies and materials) are sub­
tracted to arrive at taxable income from the contract for the year.
b. Dollar percentage of completion method. This method is similar 
to the preceding one, except that the percentage of completion is 
the ratio of total costs incurred as of the year end to the total esti­
mated costs on the contract. This method, although not specifically 
approved by the regulations, is accepted in practice.
c. Completed contract method. The profit on the contract (gross in­
come less related expenses) is reported in the year the contract 
is “finally completed and accepted.” (There is a conflict as to 
whether “finally completed” means “substantially completed” or 
“completely completed.”32)
Under all three methods, income and expenses not “attributable” to 
the particular job must be reported in accordance with the taxpayer’s 
overall method of accounting. Where the long-term contract method is 
used, a statement to that effect should be attached to the return. There 
is no requirement that the books be kept in conformity.
Reg. Sec. 1.451-3(c) states that " . . .  a taxpayer may change to or 
from a long-term method of accounting only with the consent of the 
Commissioner.” Presumably, a taxpayer is free to elect a long-term 
contract method of accounting in the first year in which he begins 
work on such a contract, and does not need consent if such a year is 
not the first year of its existence. In any event, a particular long-term 
contract method, once elected, must be applied to all long-term con- 32
32 Compare Ehret-Day Co., 2 TC 25, acq., with E. E. Black, Ltd., 211 F2d 879, 
45 AFTR 2d 1345, 54-1 USTC ¶9340.
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tracts. The Commissioner’s permission to change is necessary even for 
a switch from one version of the percentage of completion method to 
the other.33
Note that where the completed contract method of accounting has 
been used by an unincorporated entity, it is taxable on the profit 
earned (determined under the percentage of completion method) on 
any partially completed contract transferred to the corporation, even 
though the incorporation transaction is otherwise tax free. ( See 602.4.) 
The corporation should report the balance of the profit (or the ulti­
mate loss) on the assigned contract under the accounting method 
applicable to all its long-term contracts.
Reflections. For a corporation, the completed contract method will 
generally be preferable. The payment of tax on profits is deferred 
until the job is completed, thus giving the contractor extended use 
of tax dollars. The pyramiding of income, which occurs under the 
completed contract method, will be of little consequence under the 
corporate flat tax rate (22 per cent to 48 per cent) structure. The 
completed contract method will be disadvantageous on unprofitable 
jobs, since the tax benefit of the loss will be deferred until the 
contract is completed. In  any event, a new corporation with long­
term contracts should affirmatively elect in its first return which of 
the five available accounting methods it prefers to use for all con­
tracts: cash, accrual, physical percentage of completion, dollar per­
centage of completion, or completed contract.
504.5 Installment Method for Dealers in Personal Property. 
A dealer in personal property regularly selling on the installment (or 
revolving credit) plan may elect to report the gross profit on such 
sales under the installment method. Installment plan sales include 
those in which the customers are required to make periodic payments, 
and do not include open credit sales in which there are no arrange­
ments for payments.34 All other income, including sales not made 
on the installment plan, must be reported in accordance with the 
dealer’s overall method of accounting. The cost of the goods involved 
in the installment sale is the only “deduction” which is deferred 
under the installment method. All other deductions, including selling 
commissions directly allocable to installment sales, must be claimed in 3
33 W. T. Lord, 296 F2d 333, 8 AFTR 2d 5778, 61-2 USTC ¶9767.
34 Rev. Rul. 56-587, CB 1956-2, 303.
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accordance with the overall method of accounting employed.
Taxable income is determined by multiplying cash collections by 
the gross profit ratio, which is determined as follows:
Sale price less cost of goods sold 
 ------------=  Gross profit ratioSale price  
The chief tax virtue of the installment method is that taxes do not 
have to be “prepaid” on accrued gross profits until realized in cash or 
other property. This means interest-free use of tax dollars, and more 
importantly for corporations with cash problems—the conservation of 
dollars. The chief disadvantage is that record-keeping problems and 
costs are increased. A newly incorporated dealer in personal property 
should consciously elect to or elect not to use the installment method 
in its first tax return. A change to the installment method from another 
method can be made at any time without the Commissioner’s ap­
proval—but there is a price. Collections on account of prior year in­
stallment sales, even though previously taxed under the accrual 
method, will again be taxed under the installment method. Sec. 
453(c) does allow a credit against the double-taxed income, but the 
formula used in computing the credit may yield inadequate relief. 
Selling the installment receivables before the year of the change com­
pletely avoids the double tax,35 but a bona fide sale means that the 
purchases must be compensated. Furthermore, since no longer needed, 
any related reserve for bad debts will have to be restored to income.
The Commissioner’s consent must be obtained in order to change 
from the installment method to the accrual method.36 The taxpayer 
may have to agree to accrue all previously unreported installment in­
come in the year of the change to get such consent—a reasonable 
condition. Changing from  the installment method does not present 
the double-tax threat that a change to the installment method does.37 *
Reflections. Because of the advantages of the installment method 
and the threat of a double tax upon changing to it, a corporate 
dealer in personal property should have positive reasons for not 
adopting the installment method in its first tax return. The decision
35 Rev. Rul. 59-343, CB 1959-2, 136.
36 Reg. Secs. 1.446-1(e) and 1.453-8(c).
37 Note that the unincorporated entity may transfer the installment obligations
tax free in a Sec. 351 transaction. See 602.3.
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to adopt or not to adopt the installment method should be rela­
tively easy where the unincorporated entity had been using it. 
Otherwise, the tax benefits will have to be weighed against the 
administrative costs of having the business “change” to the method.
If the unincorporated entity had somehow been getting by on 
the cash basis of accounting, the election should serve to defer the 
tax on uncollected installment receivables at the year end if the 
corporation is placed on the accrual basis, voluntarily or other­
wise.38 Note that where the unincorporated entity had been on the 
accrual method, the corporation's election to use the installment 
method would not subject the already taxed installment receivables 
acquired in the incorporation transaction to double taxation. The 
IRS has ruled that collections on such receivables are not includible 
in installment collections.39
504.6 Depreciation Methods. Accelerated methods of deprecia­
tion (including the 200 per cent declining balance and sum-of-years 
digit methods) may be applied to properties whose original use com­
mences with the taxpayer. The accelerated methods may not be 
applied to previously used property, even though it had been subject 
to an accelerated depreciation method and the property had been 
acquired in a Sec. 351 transaction.40 Thus, while the unincorporated 
entity’s tax basis for the property will carry over in a tax-free incor­
poration, its right to accelerated depreciation does not. In a tax-free 
incorporation, incidentally, the unincorporated entity’s net tax basis 
(cost less reserve for depreciation) becomes the corporation’s gross 
tax basis. Accordingly, the depreciation reserve accumulated by the 
unincorporated entity should not be included in the corporation’s 
reserve for depreciation account. Useful life and salvage value should 
be determined as if the property were purchased at its net basis on 
the incorporation date.
Recommendations. The Commissioner may consent to the corpora­
tion’s “change” to an accelerated method of depreciation. The applica­
tion for consent should be filed on Form 3115 within 90 days after 
the beginning of the corporation’s first taxable year. In view of the
38 See 503 and 602.
40 Reg. Sec. 1.167(c)-1(a)(6).
39 I.T. 2521, IX-1, CB 123.
163
depreciation recapture rules and the automatic consent given to most 
other depreciation method changes,41 there appears to be no reason 
why the Commissioner should refuse to allow the transferee in a 
Sec. 351 transaction to “change” to the transferor’s method of depre­
ciation. In the event permission is denied, consideration should be 
given to adopting the 150 per cent declining balance method to all 
depreciable properties acquired from the unincorporated entity.
504.7 Organizational Expenses.42 “Organizational expenses,” as 
used here, refers to expenses so classified in Reg. Sec. 1.248-1 (b ). The 
term comprehends legal fees for the preparation of the corporate 
charter, by-laws, stock certificates, and so forth; fees paid to the state 
of incorporation; necessary accounting fees; expenses of temporary 
directors; and other capital expenditures incidental to the creation 
of the corporation. The term does not include expenses connected with 
the sale of corporate stock, which are regarded as a reduction of the 
nontaxable proceeds from the sale of stock. Also excluded from the 
term are expenses incidental to the sale of debt securities (which are 
amortizable over the life of the debt); expenses allocable to the acqui­
sition of assets (the treatment of such expenses depending on the 
nature of the related asset); and reorganization expenses (except those 
incidental to the creation of a new corporation).
Organizational expenses will almost invariably be capital in nature, 
and therefore not deductible currently. (However, “fees” paid to 
states are deductible currently if they also qualify as “taxes” under 
Sec. 164.) Three alternatives are available for deducting such ex­
penses:
a. Where the corporate life is perpetual, unless an election to amor­
tize is made, the organizational expenses will not be deductible 
until the year in which the corporation is liquidated.
b. Where the corporate life is limited to a fixed period of years, 
organization expenses may be amortized over the corporation’s 
lifetime.
c. Whether the corporate life is perpetual or limited, the corporation 
may elect to amortize organization expenses over a period of 60
41 Rev. Proc. 67-40, CB 1967-2, 674.
42 See Sec. 248 and the related regulations.
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months (or longer) starting with the month in which the corpora­
tion begins business,
The election in (c) is limited to expenditures incurred (for a cash 
basis corporation too) before the end of the year in which business 
is begun. Mere organizational activities (such as applying for and 
obtaining the corporate charter) do not mark the beginning of busi­
ness. Business is deemed begun when corporate activities have ad­
vanced to the extent necessary to establish the nature of its business 
activities. The date business is begun will present no problem when 
a going business is acquired by a corporation. The election must be 
made in a statement attached to a timely filed return covering the 
year of the beginning of business. The statement should specify the 
date business was begun, the amortization period chosen (not less 
than 60 months), and the nature and the amount of the expenses in­
volved. Conformity of book accounting to tax accounting is not com­
pulsory.43 Thus, organizational expenses may be amortized for tax 
purposes and not for book purposes.
Reflections. According to the regulations, expenses incurred after the 
close of the year in which the going business is incorporated will 
not be amortizable; thus, in the case of perpetual life corporations 
such expenses will not be deductible until the year of liquidation. 
Since there is no statutory authority limiting the period during 
which organization expenses must be incurred, the regulations are 
overly restrictive. To avoid the problem, attend to all organizational 
activities promptly, and time the acquisition of the business and the 
close of the first accounting period so that sufficient time is avail­
able for incurring all substantial organizational expenses.44
504.8 Real Property Taxes. A cash method corporation can 
deduct real property taxes only in the year paid. An accrual method 
corporation may deduct such taxes under either the lump-sum method 
or the pro rata method. Under the lump-sum method, the entire 
amount of a real property tax is deductible on the date the amount 
and liability for the tax becomes fixed. The date, which depends on 
the local law involved, could be either the assessment, lien or per­
44 Also see 502.
43 Rev. Rul. 67-15, CB 1967-1, 71.
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sonal liability date.45 In general, the corporation should adhere to the 
accrual dates used by the unincorporated entity and previously ac­
cepted by IRS agents.
Under the pro rata method, “any” real property tax which relates 
to a definite period of time may be accrued ratably over such a 
period.46 The definite period of time is the real property tax year 
fixed by local law. Thus if a tax is assessed for the calendar year, a 
corporation using a June 30 fiscal year will deduct one-half of the tax 
in each of its 1968 and 1969 fiscal years. An affirmative election to 
use the pro rata method must be made in a timely filed return—the 
first return in which the taxes are incurred. Unless such an election 
is made, the lump-sum method must be used. Separate elections may 
be made for all real property taxes incurred in each separate trade or 
business, and in nonbusiness activities. An election to use the pro 
rata method will be binding—inferably even for realty taxes on sub­
sequently acquired properties in different geographic areas—for all 
properties used in the same trade or business covered by the original 
election.47 A change may be made from one method to the other 
with the Commissioner’s consent.
As in most other special accounting methods which are elective, 
there appears to be no requirement for conformity in book and tax 
accounting. Nevertheless, it is advisable to conform the book account­
ing where the pro rata method is elected for tax purposes. Such 
conformity would eliminate one item of reconciliation between book 
and taxable income; moreover, the pro rata method seems to be more 
in accord with generally accepted commercial accounting principles.
Reflections. Where the lump-sum method was used by the unincor­
porated entity, it may have deducted substantial amounts for taxes 
which cover real property years overlapping the date of the incor­
poration transaction. In such a case, the Commissioner may attempt 
to reallocate a pro rata portion of the unincorporated entity’s deduc-
45 The Commerce Clearing House and Prentice-Hall tax services list accrual 
dates, as determined by court decisions and rulings, for many specific real 
property taxes.
46 Sec. 461(c) and the related regulations.
47 This requirement of the regulation is practical; but in denying separate elec­
tions for “each” real property tax, the regulation seems to conflict with the 
statute which permits the election to be made for “any” tax.
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tion to the corporation, under the authority of Sec. 482. Such 
attempts have met with mixed results.48 The IRS asserts that the 
unincorporated entity and the corporation cannot voluntarily re­
allocate realty taxes under Sec. 482.49 50In other words, a taxpayer 
cannot invoke Sec. 482 to “more clearly reflect income” but the 
IRS can invoke the section to “clearly reflect more income.”
504.9 Research and Development Expenses.50 “Research and 
development” is used in the experimental or laboratory sense and thus 
does not extend to literary, historical and similar projects. Research 
and development expenses generally include all costs incidental to 
the development and improvement of an experiment or pilot model, a 
product, a formula, an invention, and so forth, but do not include the 
cost of purchasing such properties. There are three methods of tax 
accounting for research and development expenses:
a. Deduct them currentl y.
b. Capitalize the expenses and amortize them over a period of 60 
months (more if the taxpayer chooses), beginning with the month 
in which the taxpayer first realizes benefits from such expenditures.
c. Capitalize the expenses and deduct the entire capitalized amount 
when the project is abandoned.
The method used for book accounting does not have to conform to 
the one used for tax accounting. Thus, a taxpayer may currently 
deduct such expenses on its tax return, but capitalize them on the 
books.51
The method used in the tax return for the first year in which such 
expenses are incurred must be adhered to in subsequent returns, un­
less and until the Commissioner’s consent to a change in method is 
obtained. Thus, a new corporation whose business operations include 
research and development activities should deliberately select its 
method of tax accounting for the related expenses. Actually deducting 
the expenses on a return constitutes an election to deduct currently.
48 Contrast Tennessee Life Ins. Co., 280 F2d 38, 5 AFTR 2d 1708, 60-2 USTC 
¶9521, with Murphy Co., 231 F2d 639, 49 AFTR 495, 56-1 USTC ¶9419.
49 Rev. Rul. 62-45, CB 1962-1, 27.
50 See Sec. 174 and the related regulations.
51 Rev. Rul. 58-78, CB 1958-1, 148.
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To avoid any doubt as to whether an election was made, the expenses 
should be deducted under the label of “research and development 
expenses,” not buried under a nondescriptive label such as “other 
deductions.”
With respect to the capitalize-and-amortize method, the corporation 
may select different amortization periods (but not less than 60 
months) for different projects. When a project is abandoned in less 
than 60 months the unamortized balance will be fully deductible at 
that time. On the other hand, where the research results in the acqui­
sition of a patent before the 60-month period expires, the unamortized 
balance must be prorated over the life of the patent. The beginning 
of the amortization period (i.e., the time when benefits are first real­
ized) is generally presumed to be the month in which the process, 
formula or product of the research project is put to income-producing 
use. The election to capitalize and amortize should be manifested in 
a detailed statement attached to a timely filed tax return covering 
the first year in which research and development expenses are paid 
or incurred.
I t is possible for a taxpayer to capitalize and amortize expenses 
relating to a particular project, while deducting all other expenses 
currently. An application for consent to combine the two methods 
must be filed before the end of the respective taxable year. If two 
methods are used without obtaining the Commissioner’s consent, a 
new corporation will be deemed to have elected the current deduc­
tion method. Accordingly, no amortization deduction will be allowed 
in a subsequent year; the unamortized balance of the capitalized 
amounts will be treated as expenses for which the taxpayer failed to 
claim a timely deduction.52 The generally undesirable election to 
capitalize and not deduct anything until the research project is aban­
doned may be made by default; that is, it is deemed to have been 
made when no other method has been elected.
Reflections. Ordinarily, it will be advisable to deduct research and 
experimental expenses currently. The capitalize-and-amortize elec­
tion should be considered by corporations which are in the 22 per 
cent tax bracket or those who expect to incur large net operating 
losses for an indefinite period. In  either case the corporation should 
also consider electing an amortization period of more than 60 
months. I t  will rarely be wise to capitalize the expenses and defer
52 See Rev. Rul. 68-144, IRB 1968-14,12.
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any deduction until the year in which the research project is 
abandoned.
504.10 Tradem ark and T rade Name Expenditures.53 In each 
year a taxpayer may elect to amortize (or not to amortize) each 
“trademark and trade name expenditure”; i.e., any expenditure which:
a. Is directly connected with the acquisition, protection, expansion, 
registration, or defense of a trademark or trade name.
b. Is chargeable to capital account.
c. Is not part of the consideration or purchase price paid for a 
trademark, trade name, or a business (including goodwill) already 
in existence.
In other words, any capital expenditure—except the purchase itself— 
connected with a trademark or trade name is amortizable. The amor­
tizable expenditures include artists’ fees for the design of a distinctive 
mark for a product or service, expenses connected with an infringe­
ment suit, and costs of filing for initial or renewal of registration 
and continued use of a trademark. The election for each expenditure 
must be made in a statement in the form prescribed in Reg. Sec. 
1.177-1(c) attached to a timely filed return for the year in which the 
specific expenditure is paid or incurred, depending on whether the 
cash or accrual method is used. The amortization period will run for 
60 months (or such longer period as is elected), beginning with the 
first month of the year in which the expenditure is paid or incurred.
Reflections. The initial treatment of trademark and trade name ex­
penditures will not be binding in future years, since an election is 
available for each expenditure incurred in each year. Nevertheless, 
the matter should be given special attention in the first year, since 
a new corporation is apt to incur extraordinary amounts of expendi­
tures in acquiring some new trademarks or trade names.
504.11 Foreign Tax Credit.54 Once it is deemed advisable to 
claim a credit (instead of a deduction) for foreign income and excess 534
53 See Sec. 177 and the related regulations.
54 See Code Secs. 901-905 and the related regulations.
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profits taxes (including taxes imposed “in lieu” thereof), the cor­
poration may face two decisions on its first tax return:
a. Whether to use the per-country formula or elect to use the overall 
formula in computing the limit on the allowable credit.
b. Whether or not to elect to claim the credit under the accrual 
method, if the corporation is on the cash method of accounting.
Per-country versus overall limitation method. The credit for foreign 
taxes paid or accrued is limited in effect to the amount of income 
from foreign sources multiplied by the average United States tax 
rate. Under the per-country formula, the limitation is determined sep­
arately for each foreign country (or possession of the United States), 
and the sum of the separate results is the allowable credit. The per- 
country formula is:
U.S. tax  X  T axable incom e from  each fo reign  country  
E n tire  taxable  incom e
=  M axim um  cred it
Under the overall formula, all foreign taxes and income are aggre­
gated for purposes of determining the limitation. Thus, the numerator 
is “Taxable income from all foreign countries”; otherwise the formula 
is the same as the per-country formula. The per-country formula will 
probably be advantageous where a net loss is sustained in one or 
more foreign countries. The overall formula will generally be prefer­
able where income is realized in each foreign country and/or where 
the foreign tax rates are both higher and lower than the United 
States rate.
The per-country method may be used without any binding effect. 
Furthermore, generally, a taxpayer is free to elect or change to the 
overall method anytime within the period during which a refund 
claim can be filed. Moreover, an initial election to use the overall 
method may be revoked unilaterally by the taxpayer anytime within 
the period for claiming a refund for the respective year, but once 
such period expires the election is binding unless and until the Com­
missioner formally consents to its revocation. Finally, once the Com­
missioner’s formal consent to a change to the per-country method is 
obtained, his consent will be needed for any switch back to the overall 
method.
Accrual method election by cash basis taxpayer. A large foreign tax 
liability on prior year’s income may be paid in a year in which there
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is little foreign income, thus inequitably limiting the amount of credit 
allowable to a cash method taxpayer. Sec. 905(a) permits a cash 
method taxpayer to elect to claim its foreign tax credit on the accrual 
basis, thus assuring a correlation between foreign income and taxes in 
computing the limitation on the credit. Inferably, the election to 
accrue must be made with a timely filed tax return. There is no pro­
vision for changing back to the cash method, even with the Com­
missioner’s consent.
Reflections. The reason for electing the overall formula is to avoid 
the loss of United States tax benefit for foreign tax liabilities. How­
ever, the two-year carryback and five-year carryover rules for un­
used foreign tax credits may avoid wastage of credits. Because of 
the carryover-carryback relief and the binding effect of the overall 
method, the per-country method should be used until and unless a 
substantial tax benefit may be realized under the overall method.
Note that the portion of foreign taxes which is disallowed as a 
credit under the limitation rules cannot be separately claimed as a 
deduction. However, a taxpayer may freely change from a deduction 
to credit or vice versa between years, and even for the same year 
provided the reversal is manifested within the period for claiming 
a refund.
505 Capital Structure55
A useful, but not necessarily final capital structure should be laid 
out during the incorporation study. Certainly, a decision to incorpo­
rate should not be on a meaningless hypothetical capital structure; 
otherwise, it may become necessary to rush through a poorly con­
ceived capital structure, or to delay the date of incorporation, or even 
to reverse the decision to incorporate if no realistic capital structure 
is acceptable to the incorporators. While a capital structure can be 
revised tax free under Sec. 368(a) (1) (E ), there are limitations on the 
circumstances and extent of revision possible. Therefore, the initial 
capitalization of a corporation should be planned on a long-range 
basis. 5*
5 This paragraph should be read in conjunction with paragraph 205, dealing
with the tax treatment of owners’ investments.
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For a closely held corporation, the capital structure should be de­
signed to satisfy or facilitate the satisfaction of the needs and desires 
both of the corporation and its stockholders. Of course, it will rarely 
be possible to tailor a capital structure to satisfy the needs of the 
corporation and the desires of all its stockholders, especially where 
there are wide differences in the ages, urges, and wealth of the 
stockholders. For example, the issuance of voting and nonvoting com­
mon stock will permit the vesting of corporate control in a small group 
of stockholders, but will prevent the corporation from making a Sub­
chapter S election. Therefore, before beginning work on the capital 
structure, it is necessary to determine the dominant objectives of the 
corporation and the stockholders. Designing the capital structure will 
consist of laying out the answers to the following three questions in 
the light of such objectives.
a. How much capital (in dollars) is needed by the corporation? 
Though this is a nontax question, the answer to it will be greatly 
influenced by the tax fact that excessive capital contributions may 
not be withdrawable tax free at a later date.
b. How should the stockholders’ investment in the corporation be 
divided between equity and borrowed capital? Ordinarily, from a 
tax viewpoint, the ideal ratio would be 100 per cent borrowed 
capital and zero equity capital, but the IRS takes a dim view of 
such ideal capital structures.
c. What kinds (classes) of stock should be issued? The answer to 
this question is limited only by the imagination of the incor­
poration team and by the state law.56
Paragraphs 505.1-505.7 discuss some of the dominant objectives of 
a closely held corporation and its stockholders, and provide guidelines 
for devising satisfying capital structures.
505.1 Satisfying Business Needs. The financial management of 
the business should estimate how much capital is needed by the cor- 56*
56 State business corporation laws vary; but an increasing number are permitting
the issuance of unique kinds of stock, provided that as of any given time full
voting rights, unlimited dividend rights, and unlimited liquidating rights
are vested in one or more classes of stock.
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poration. The estimate should be reviewed by the accountant mem­
ber of the incorporation team. The following points should be given 
special consideration in making the estimate.
a. The capital must be committed to the use of the business for a 
long period of time. Solely from a business viewpoint, the best 
kind of capital is paid-in capital since it is irrevocably and in­
definitely committed to the use of the business, subject to return 
only if and when the corporation affirmatively decides to return it. 
Thus, the corporation will not have to repay paid-in capital at an 
inopportune time.
b. The use of borrowed capital may be advisable especially for tax 
reasons. In such a case, the period of the loan should be long 
enough so that the corporation reasonably can be expected to re­
pay (or refinance) the loan without difficulty at maturity. Short­
term borrowings can prove disastrous. It may be anticipated that 
the lender will readily renew the loan if necessary on the maturity 
date. But anything can happen in the meantime; the lender may 
be disenchanted with the enterprise, financially embarrassed, or 
dead at the maturity date, with the result that the loan is not 
renewed. Consequently, the corporation may become insolvent, 
and its very existence jeopardized
c. The amount of long-term capital (including borrowed capital) 
should at least equal the working capital needs of the corporation. 
Such an amount should be relatively easy to determine; the finan­
cial history of the business while it was operated in the noncor­
porate form should provide a reliable guide. However, because the 
tax law makes it difficult to withdraw excess capital tax free at a 
later date, the initial capitalization of a closely held corporation 
preferably should not cover the contingent capital requirements 
of the business such as still indefinite plans for plant expansion or 
replacement, and contingent liabilities. If deemed advisable, the 
stockholders can enter into a standby agreement to furnish such 
capital when a majority of them deem it necessary.
505.2 Bailing O ut Earnings. As earnings accumulate in the cor­
poration's treasury, it would be nice if the stockholders could with­
draw their original capital investments tax free and allow the earnings 
to serve instead as corporate capital. However, such withdrawals usu- 
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ally will constitute ordinary dividend income to the shareholders. 
It is possible to classify a reasonable portion of the original invest­
ments by a shareholder as borrowed capital, so that subsequent with­
drawals thereof will qualify either as interest payments (still income 
to the shareholders but deductible by the corporation) or repayments 
of loans (not deductible by the corporation but not income to the 
shareholders). As explained in 205, how much of a shareholder’s 
investment can be reasonably classified as borrowed capital will 
present a difficult question of fact for the architects of the capital 
structure. The important thing to remember is that an investment 
by a shareholder initially classified as a capital contribution usually 
cannot be reclassified as a loan without adverse tax consequences; on 
the other hand, a loan is easily transformed tax free into paid-in 
capital.
Preferred stock can sometimes be a useful substitute for debt as 
a medium for bailing out earnings. True, the dividend payments on 
the stock are not deductible by the corporation, and a direct redemp­
tion of the stock from the shareholder can be treated as distribution 
essentially equivalent to a dividend under Sec. 302. But when pre­
ferred stock paid for with cash or property is sold to a third party, 
there may be no ordinary income to anyone at the time of sale or 
when the stock is subsequently redeemed by the corporation. Alterna­
tively, the shareholder could contribute the preferred stock to his 
favorite charity, and recover as much as 70 per cent of his original 
capital investment in the form of tax benefits without reducing his 
profit participating or voting rights.
505.3 Allocating Voting Control. Where only one class of stock 
is issued by a corporation, each stockholder will be entitled to one 
vote for each share owned. Therefore, the stockholders who invest 
the most in the capital of the corporation will hold most of the votes. 
In the event that it is not desirable or desired to vest control of the 
corporation solely on the basis of capital investment, voting power 
can be allocated in some other manner by authorizing a second class 
of stock—a nonvoting stock. Then, by thinning down the value of 
the voting stock and designating how many of such shares shall be 
issued to whom, voting control can be spread or concentrated without 
regard to wealth.
example. Pandco, consisting of five partners, will be incorporated.
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Although P has contributed $80,000 and his four co-partners only 
$5,000 each to Pandco’s total capital of $100,000, each partner has 
an equal vote in partnership matters. I t is desired to maintain the 
same capital and control arrangements under the corporate form. 
To do so, the corporation could issue two classes of stock, voting 
stock of $25,000 and nonvoting stock of $75,000. Each partner would 
purchase $5,000 of the voting stock, while P would buy all $75,000 
of the nonvoting stock.
505.4 Maintaining Profit Participating Percentages. Construct­
ing a capital structure which will permit each partner to continue to 
hold the same profit participating percentage under the corporate 
form as he held under the partnership form will often be difficult. 
There are usually partners whose share of firm profits are dispro­
portionately greater than their capital contributions. If only one class 
of stock were issued, each stockholder’s percentage of corporate earn­
ings would be the same as his share of the corporation’s capital. Thus, 
as in the case of voting power, profit participating power would be 
vested in the wealthier stockholders, and the solution is essentially 
the same—issue a non-participating stock. That is, the corporation can 
thin out the cost of its participating stock by issuing a preferred 
stock paying fixed dividends. The low capital partner can then sub­
scribe only to the common (participating) stock.
example. P shares in 10 per cent of the profits of Pandco, a part­
nership, although he has contributed only 1 per cent of its total 
capital of $100,000. Excorp will be organized with a total capital 
of $100,000 to take over Pandco’s business. P can pay only for $1,000 
of Excorp’s stock, but wants a 10 per cent interest in the profits of 
Excorp. Instead of issuing $100,000 of common stock, Excorp should 
issue $10,000 of common stock and $90,000 of 6 per cent preferred 
stock. P can use his $1,000 to buy only common stock, thus en­
titling him to 10 per cent of corporate earnings after payment of 
a 6 per cent dividend on the preferred stock.
505.5 Attracting Outside Capital. If the proposed corporation 
expects to obtain capital from “outsiders” (persons not actively en­
gaged in the business), it may be necessary to authorize a nonvoting, 
participating stock. The stock should be nonvoting since the active
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stockholders ordinarily will not want to give outsiders a voice in man­
agement. The stock should be participating since nonparticipating 
stock is not likely to attract capital from outsiders.
Also, it may be desirable to restrict the transferability of shares
(even nonvoting stock) so that the corporation or its stockholders 
will have the first opportunity to buy or to refuse to buy the stock 
from the outsider at a formula price. For example, the buy-sell price 
could be set at book value, plus or minus fluctuations in the values 
of marketable securities held by the corporation. Such a formula 
price would limit the potential capital gain of the investor to a pro rata 
share of earnings accumulated while he held the stock, but this may 
be necessary for the reasons given in 505.6.
Capital investments in a close corporation can be made even more 
enticing to outsiders by adding either of the following sweeteners to 
the lure of capital gain:
a. Assurance to the investor of creditor status until he is certain of 
realizing a capital gain on his investment—that is, provide for the 
issuance of convertible debentures.
b. Assurance that any loss he realizes will be an ordinary loss—that 
is, provide for the issuance of Sec. 1244 stock.
Convertible Debentures. An investor in convertible debentures has 
his cake (as a creditor, he does not share in loss in value of stock) 
and can eat it (as a contingent stockholder, he shares in increase in 
value of stock). The debenture will provide for a modest interest 
rate, so that the corporation’s fixed charges are reduced. ( Incidentally, 
it is not recommended that convertible debentures be issued to stock­
holders generally, because such debentures are more vulnerable than 
ordinary ones to reclassification as equity investments.) The following 
simplified example illustrates how and why convertible debentures 
are more attractive to investors who are primarily concerned with 
the safety of their investment but who also like to indulge in some 
speculation.
example. Excorp needs outside capital but it is not prepared to 
incur fixed interest charges at the current high rate. L is willing to 
provide the capital but only as a creditor. Accordingly, Excorp 
issues a 3 per cent, 10-year convertible debenture for its full face 
value of $1,000 to L. The debenture holder has the option to ex­
change the debenture anytime before maturity for 10 shares of
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stock, worth $1,000 when the bond is issued. Without the con­
version privilege, the debenture would sell for only $700, consid­
ering the prevailing interest rates, Excorp’s financial position and 
prospects, etc.
After five years L exchanges the debenture for 10 shares of stock.
One year later, L sells the 10 shares back to Excorp for $1,450. As a 
result, Excorp has paid L $600 for the use of $1,000 of capital for 
a six-year period (roughly 10 per cent a year), consisting of de­
ductible interest of $150 and a nondeductible premium of $450 on 
the redemption of the stock. Conversely, L has received $150 of 
ordinary interest income and $450 of long-term capital gain.
In the above example, using hindsight, L has the better of the 
deal, tax-wise and otherwise. But at the time it was made, the con­
vertible debenture ideally served Excorp's objective—to get capital at 
a minimum fixed interest rate. Excorp took a calculated risk—either 
pay excessive compensation for the use of capital if profits were good, 
or pay minimal compensation if profits were poor. Although the $300 
discount ($1,000 face value less $700 saleable price without the con­
version privilege) at which the bond was issued originally looks like 
the equivalent of interest, it is not deductible as such—at least there 
is no authority to such effect.
There are two modifications of the example which might justify an 
additional deduction for Excorp. First, Excorp could have redeemed 
the bond itself before L exchanged it. This would give Excorp a 
fighting chance for deducting the premium included in the redemp­
tion price. A court of appeals has held that the entire premium paid 
to redeem a convertible note is deductible as a business expense, but 
the IRS refuses to follow that decision.57
Alternatively, Excorp could have issued an investment unit con­
sisting of a bond and warrants. By their terms, the warrants should 
entitle the holder to a bargain purchase of stock which would yield 
the same profit as the privilege of converting the bond did. In such 
a case, $300 of the consideration received would be allocable to the 
warrants, reducing the consideration received for the bond to $700.58 
However, L might have objected to an investment unit deal because 
$180 (6 years/10 years X $300) of the original discount would be
57 Roberts and Porter, Inc. 307 F2d 745, 10 AFTR 2d 5686, 62-2 USTC ¶9378; 
versus Rev. Rul. 67-409, CB 1967-2, 62.
58 GCM 7420, CB IX-1, 80.
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taxed as ordinary income; thus, his capital gain would be only $270 
($450 less $180).59
Ordinary Loss (Sec. 1244) Stock. A bad debt loss resulting from a loan 
to a corporation, even a controlled one, will usually be considered a 
nonbusiness bad debt, deductible only as a short-term capital loss.59 60 
An individuals losses sustained on stock investments will be similarly 
treated, except that they may be deductible as a long-term capital 
loss. Sec. 1244 provides that under circumscribed conditions a loss 
sustained on investments in the stock of a "small business corporation” 
is deductible as an ordinary loss to the extent of $25,000 a year 
($50,000 in the case of a joint return). To the extent not used in 
the year sustained, a Sec. 1244 loss can be carried back and over as 
a net operating loss. The excess of an annual loss over the $25,000 
(or $50,000) ceiling is deductible only as a capital loss. Thus, Sec. 
1244 provides an exception to the golden tax rule that it is better to 
lend than contribute capital.
This “heads—it’s a capital gain, tails—it’s an ordinary loss” rule will 
be attractive to outside investors. Therefore, where possible, the 
capital structure of the corporation should be tailored to meet the 
requirements of Sec. 1244. In fact, Sec. 1244 stock can be issued 
in exchange for the unincorporated business, but see (c) below. The 
rules and requirements as outlined below, are intended to provide 
only a general background. (It is stressed that ordinary loss treatment 
may be denied solely because of a failure to comply with a formality; 
therefore, Sec. 1244 and the related regulations should be strictly com­
plied with.)
a. The stock must be common stock, voting or nonvoting, issued by 
a domestic corporation. The stock cannot be common stock which 
is convertible into other stock, or debentures which are convertible 
into common stock.
b. The stock must be issued for money or property, and cannot be 
issued for other stock, securities, or services.
c. The ordinary loss is allowable only to the original holder of the 
stock, and only to an individual or a partnership. Note that if the
59 See Sec. 1232. Note that proposed Reg. Sec. 1-1232-3 would require the indi­
cated, essentially inconsistent tax treatment for the convertible debenture and 
the stock-warrant investment unit.
60 See Whipple, 373 US 193, 11 AFTR 2d 1454, 63-1 USTC ¶9466.
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stock is issued to a partnership and it subsequently distributes the 
stock to a partner, the latter will not be considered the original 
holder of stock. See 405 for methods whereby Sec. 1244 stock could 
be issued directly to the partners.
d. There must be a written plan to offer the stock for a maximum 
amount of dollars for a fixed period not exceeding two years. It is 
advisable to refer to Sec. 1244 in the corporate minutes.
e. The Sec. 1244 stock offering should neither overlap a previous 
offering nor be overlapped by a subsequent offering of any kind 
of stock.
f. At the time the plan is adopted, the corporation must be “small.” 
A newly organized corporation will be small if the paid-in capital 
(money plus property at tax basis for computing gain, less lia­
bilities acquired) does not exceed $500,000.
g. For the five years (or such lesser time as the corporation existed) 
before the year the loss on the stock is sustained, more than 50 
per cent of the corporation’s gross receipts must have been de­
rived from the active conduct of trade or business—i.e., not from 
interest, dividends and other personal holding-type receipts. (This 
restriction does not apply to stock of a corporation which sustains 
a net loss for the test period.) Thus, stock which initially qualifies 
as Sec. 1244 stock may lose its status as such by the time the 
loss is sustained by the holder.
505.6 Turnover of Employee-Stockholders. While the corpora­
tion may be endowed with immortality by the state, the individual 
stockholders must remain mere mortals. The failure to recognize this 
and provide for the transition of active stockholders can prove just 
as fatal for a closely held corporation as it does for a partnership or 
sole proprietorship. Moreover, the failure to provide for an orderly 
transition may cost the older stockholders much of post-retirement 
benefits to which a lifetime of work may have entitled them. There­
fore, a sound capital structure for a corporation should provide, in 
enforceable terms, for:
a. The redemption of participating stock held by employees after 
their retirement, disability, or death.
b. The sale of participating stock to younger key employees.
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Redemption of Stock Held by Employees. The corporation’s cap­
ital structure should require an employee to sell his stock (either to 
the corporation or to such persons as the shareholders designate) 
according to plan. The plan should specifically cover how the em­
ployee’s stock interest should be phased out and how much he should 
be paid per share.
W hat would be a fair plan will vary between corporations and per­
haps even between individual stockholders of the same corporation. 
Each plan should be custom made. The following examples may 
stimulate ideas for a fair plan:
a. An employee’s stock interest could be phased out as follows:
(i) When he either reaches age 65 or is permanently disabled, 
whichever occurs first, he must dispose of 75 per cent of his 
stock to the corporation or someone designated by it.
(ii) At death, his estate must dispose of all but 10 per cent of 
the stock held by him at his retirement or disability.
(iii) When his widow dies or his youngest child reaches 21 years 
of age, whichever occurs first, the remaining 10 per cent 
must be disposed of.
b. As to the price, there are two basic alternatives, which seem prac­
tical (fixing the price at “fair market value” is impractical for a 
closely held stock).
(i) Fix the selling price on the basis of the book value of the 
stock, with adjustment for the fluctuations in values of 
readily marketable assets, at the nearest year end to the date 
the stock is redeemed.
(ii) The selling price could be based on, or give some effect to, 
an earnings formula. Thus the equivalent of goodwill built 
up during the shareholder’s employment will be realized by 
him. Note that a substantial goodwill factor may make the 
price excessive to incoming employee-stockholders (see be­
low), and therefore frustrate rather than facilitate the turn­
over of employee-stockholders. Moreover, the retired stock­
holders who continue to hold some stock will benefit not 
only from the goodwill which they built up, but also the 
additional goodwill for which they are not responsible.
Any agreements requiring stockholders to sell stock should be re­
viewed for legality by the attorney-member of the incorporation team, 
included in the certificate of incorporation and the bylaws, and con- 
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spicuously printed on the pertinent stock certificates.
Adding New Employee Stockholders. The second step to keeping a 
corporation a viable business entity is to sell stock to the younger 
key employees. This seems particularly important today where pub­
licly owned corporations are giving key employees a piece of the 
action through stock purchase and option plans. The basic problem 
is to organize the capital structure so that accumulations in earnings 
and profits will not so inflate the value of the stock that the younger 
key employees will be able to buy only a nominal amount of stock.
The solution is relatively simple; vest the accumulated earnings in 
the stockholders through periodic dividends in nonparticipating (pre­
ferred) stock. This will keep the value of the participating stock as 
low as it was the day the corporation was organized, and thus permit 
incoming stockholders without independent wealth to purchase a 
significant piece of the action. In the meantime, under Sec. 305, such 
preferred stock distributions would not constitute taxable income to 
the recipients.
example. When Excorp was organized, the value of its partici­
pating stock was fixed at $95,000. During a ten-year period it 
accumulated $760,000 of earnings, so that the value of the partici­
pating stock is now $855,000. Excorp is willing to sell a 5 per cent 
interest in future profits to Britey, a valued employee, but he does 
not have the necessary $45,000. If Excorp pays $760,000 in non­
participating (preferred) stock dividends, then Britey will have to 
pay only $5,000 for a 5 per cent interest in the participating stock. 
(It is better to declare these nonparticipating stock dividends peri­
odically so that at any given date a sale of stock can readily be 
made at a reasonable price.)
Of course, such nonparticipating stock will be “Sec. 306 stock,” 
which means that its sale or redemption will generally yield ordinary 
income. However, the “bark” of Sec. 306 can be worse than its “bite.” 
In fact, Sec. 306 stock can become sweet music in tax planning. For 
example, the stock can be donated to charity, with the result that a 
charitable deduction will be allowable and no income will result to 
the donor.61 Furthermore, capital gain will result if the Sec. 306 stock 
is disposed of together with all the common stock. Also (but not of 
much comfort to the holder himself), the stock loses its taint as Sec. 
306 stock at the shareholder's death. Thus, the estate can treat the
61 Rev. Rul. 57-328, CB 1957-2, 229.
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sale of the stock as a sale of a capital asset. Moreover, little or no 
gain will be realized since the tax basis of the stock will be stepped 
up to its value at the date of the stockholder’s death. The stock can 
even be redeemed, with little or no tax consequence, in an amount 
equal to the estate taxes, funeral expenses and estate administration 
expenses.62
Incidentally, keeping the participating stock thin could be very 
useful in family-owned corporations. Participating stock could then 
be sold to younger members of the family at smaller prices, or given 
to them at lower gift-tax cost.
Reflections. It is doubtful whether tax-privileged stock option plans 
can be profitably used by a closely held corporation to attract new 
employee-stockholders.63 The corporation cannot deduct the amount 
of the bargain included in the stock issued to employees. If the 
equivalent amount were paid as compensation, the corporation 
could recover a 48 per cent tax benefit; thus, overall, the share­
holder and his corporation would be ahead unless the employee’s 
tax bracket exceeded 48 per cent. Furthermore, the net benefit to 
a shareholder in a 70 per cent tax bracket, assuming he ultimately 
pays a 25 per cent capital gain tax on the bargain amount, would 
be only 45 per cent—3 per cent less than the tax loss of the cor­
poration.
505.7 Subchapter S Eligibility. Only one class of stock may be 
issued by a corporation which wants to elect not to be taxed under 
Subchapter S. The issuance of a nonvoting stock will bar the corpora­
tion from the benefits of Subchapter S even though such stock is 
identical to the voting stock in all other respects. Thus, for a cor­
poration which wants both to elect Subchapter S treatment and to 
issue a second class of stock (nonvoting, nonparticipating, and so 
forth) a decision will have to be made as to which desire is para­
mount before the capital structure can finally be set up.64
Where the desire to vest voting rights on a basis other than that of 
capital contributions is deemed most essential, consider issuing only 
one class of stock and having the shareholders contract away their 
voting rights under an arrangement such as a voting trust. The IRS
62 See Sec. 303.
63 See Secs. 421-425.
64 Also see 204.3 and 205.2.
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will insist that the corporation cannot make a Subchapter S arrange­
ment on the grounds that such arrangements result in a second class 
of stock, but this position has been rejected by one district court.65
506  Compensation Structure
The IRS exercises its authority to disallow unreasonable compensa­
tion most frequently in the cases of compensation paid to officer- 
stockholders by closely held corporations. In 207, “do” and “don’t” 
guidelines are listed for fixing salaries which will be defensible. In 
brief, “do” attempt to set salaries for employee-stockholders at figures 
or under terms which would be used if the employee were not a 
shareholder. Where there are employee-stockholders who are not kin, 
an objective assessment of the reasonable value of each one’s ser­
vices by the others should be possible.
Partnership salaries are usually low and substantially similar for 
each partner. Revising such a salary structure to conform to one which 
will be reasonable under the corporate form may not be easy. For 
this reason, the salary structure should be fixed, not necessarily per­
manently, during the incorporation study. It is not usually wise to 
bypass the question; before the decision to incorporate is reached, 
it is advisable to recognize the difficulties of fixing a salary structure 
which will be considered reasonable by the partners themselves, as 
well as the IRS.
Contingent compensation arrangements seem particularly appropri­
ate for key employee-shareholders of a growth corporation. The terms 
might include a small base salary, plus a reasonable percentage of 
profits. As the corporation grows, a much higher salary will be con­
sidered reasonable than would ordinarily be acceptable under fixed 
salary arrangements.66
Where the stockholders constitute most of the corporation’s em­
ployees, immediately institute deferred compensation and fringe bene­
fit plans, for the reasons discussed in 208 and 209. Where the stock­
holders represent only a small fraction of the employees, weigh the 
practicality of adopting such plans. That is, the extra cost of pro­
viding such benefits to at least some other employees (to avoid dis­
65 Rev. Rul. 63-223, CB 1963-2, 100; versus A & N Furniture & Appliance Co., 
271 F Supp. 40, 19 AFTR 2d 1487, 67-1 USTC ¶9434.
56 See Harold’s Club, 340 F2d 861, 15 AFTR 2d 241, 65-1 USTC ¶9198.
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crimination) should be compared with the benefits the employee 
shareholders will realize and the improvement in labor relations that 
may result. If the unincorporated entity has already had such plans 
in effect, steps should be taken to amend them to assure the maxi­
mum benefit for the employee-stockholders. For example, a qualified 
profit sharing plan carried over from a partnership to a corporation 
might be amended to eliminate length of service as a factor in allo­
cating contributions to the plan. An employee-stockholder who had 
been a working partner for 25 years is nonetheless considered a new 
employee of the corporation.
Reflections. A difficult problem may arise when a partnership agree­
ment provides for the payment of "deferred compensation” (either 
a fixed amount or a share of profits) to retired partners or widows 
of deceased partners. Under the partnership form, such amounts 
are clearly “deductible” by the partnership, in the sense that the 
amount of income taxable to the other partners is accordingly re­
duced. However, a corporation may not deduct any payments at­
tributable to such an obligation, although the liability was assumed 
in a Sec. 351 transaction, except to the extent that the payments 
are reasonable for the amount of services rendered to the corpora­
tion itself. Thus, the corporation could deduct none of such pay­
ments to a partner who retired before incorporation, and could 
deduct only a portion of such payments to a partner who had 
rendered invaluable services to a partnership for 24 years, but to 
the corporation for only one year. (See 603.) This problem may 
block incorporation of a partnership which has substantial guar­
anteed payment obligations and which cannot be partially incor­
porated.
507 Management Structure
The management structure for a closely held corporation ordinarily 
should be described in the certificate of incorporation or the bylaws, 
or both, and should provide for the establishment of the following:
a. A Board of Directors, who will be entrusted exclusively with all 
managerial powers relating to the operation of the business, but 
not including authority to act in such extraordinary matters as 
merging or liquidating the corporation. The Board (including the
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chairman) should be elected for a one-year term by a majority 
of the voting shares at the annual stockholders’ meeting. A ma­
jority of the directors or stockholders should be entitled to call 
a special stockholders’ meeting for the purpose of removing or 
replacing any and all directors. They should meet annually after 
the stockholders’ meeting, and as many other times as a majority 
of them deem it advisable. There should be an odd number of 
directors, with a minimum of three for a very closely held business.
b. An Executive Committee, to which should be delegated the power 
to act for directors between meetings. The Board of Directors can­
not, however, delegate its ultimate authority in such basic matters 
as the declaration of dividends. The Committee should include the 
president of the company. (An executive committee will probably 
be unnecessary for a very closely held corporation.)
c. Officers, whose duties and authority should be described in the 
bylaws. The officers should include a president, treasurer, secre­
tary, and as many vice presidents as the business needs or per­
sonnel relations require. The appointment and removal of officers, 
and the fixing of their compensation, should be entrusted to the 
directors.
508 Information Reporting Requirements
Reg. Sec. 1.351-3(b) requires each transferee corporation to file, 
with its income tax return for the year of the Sec. 351 transaction, a 
statement including the following information as of the transaction 
date:
a. A description of the property acquired, and its tax basis in the 
hands of transferors.
b. With respect to the consideration given to the transferors:
As to stock of the transferee
(i) The total stock issued and capital stock outstanding imme­
diately before and after the Sec. 351 transaction, with a 
complete description of each class of stock.
(ii) For each class of stock, the number of shares issued to each 
transferor in the exchange, and the number of shares owned 
by each transferor immediately before and after the trans­
action.
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(iii) The fair market value at the exchange date of the stock 
issued to each transferor.
As to securities (debt) of the transferee
(i) The principal amount and terms of all securities outstanding 
immediately before and after the transaction.
(ii) For each security, the principal amount issued to each trans­
feror, and his holdings immediately before and after the 
transaction.
(iii) The fair market value of the securities issued to the trans­
feror on the exchange date.
(iv) Whether the securities are subordinated in any way to other 
liabilities.
The amount of money paid to each transferor 
Other property (boot)
A complete description of each item, and its fair market value 
at the transaction date. (Also, in the case of a corporate trans­
feror, the tax basis of each item in the hands of the transferee.)
c. With respect to liabilities of the transferors assumed by the trans­
feree corporation:
(i) The amount and a description thereof.
(ii) When and under what circumstances created.
(iii) The corporate business reasons for assumption by the trans­
feree.
In addition to submitting the foregoing information, the corporate 
transferee must keep permanent records in substantial form showing 
the information listed above, in order to facilitate the determination 
of gain or loss from a subsequent disposition of any property acquired 
in the exchange.
It may also be necessary to submit the above information with state 
and city tax returns which are based on income. However, this is not 
apt to be necessary where the state or city taxable income is sub­
stantially conformed to federal taxable income.
509 Other “Starting-Up” Matters
In addition to the foregoing, there will be many other matters 
which will warrant special attention when a corporation is started up, 
including the following:
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a. An unincorporated entity is generally operated in an informal 
manner. A corporation, even a closely held one, should be formally 
operated in accordance with state corporation laws, and it will 
be advisable to do so from the very start. Thus, all required stock­
holders’ and directors’ meetings should be held, minutes kept of 
such meetings, stock record books set up, and so forth. Failure to 
comply with such formalities may prove costly. For example, if 
the amount of a corporation’s contributions to a profit-sharing plan 
is determined annually, rather than fixed under a formula, the 
failure of the board of directors to fix the amount of such liability 
before the year end will bar its deduction on the accrual basis. 
The minutes of the directors’ meeting will be the best evidence 
that such a resolution was timely adopted.67
b. The corporation must obtain its own taxpayer identification num­
ber; the one used by the unincorporated entity is not usable by 
the corporation under any circumstance.
c. On its first payroll tax returns (federal and state) the corpora­
tion, to the extent entitled to do so, should take into consideration 
(i) the unincorporated entity’s merit rating and/or (ii) the wages 
paid by the unincorporated entity to each employee during the 
pre-incorporation part of the calendar year, in computing the 
maximum amount of wages subject to the payroll taxes.
d. Documents relating to properties acquired from the unincorporated 
entity, such as deeds, should be recorded wherever necessary.
e. Wherever consents of third parties to assignments of contracts, 
leases, loans, and so forth, are necessary, they should be obtained 
as soon as possible, preferably before incorporation.
67 See Rev. Rul. 63-117, CB 1963-1, 92.
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Chapter 6
Winding Up the Unincorporated Entity
601 General
The tax problems, and other problems, incidental to winding up 
the unincorporated business entity will probably affect the timing and 
shaping of the incorporation transaction, and could even discourage 
incorporation. Therefore, such problems must be crystallized and fully 
considered, if not solved, before the incorporation transaction is final­
ized. This chapter will be devoted primarily to a discussion of the 
tax problems involved in a tax-free incorporation and the difficulties 
of handling some of them with certainty.1 Except for the bunching- 
of-income problem discussed in 607, the tax problems relate to the 
carryover of tax attributes from the unincorporated entity to the 
corporation.
In tax-free incorporations, the rules for carryover of tax attributes 
are not centrally located; instead they are scattered among Code sec­
tions, regulations, IRS rulings, IRS administrative practice, and court 
decisions.1 2 As might be expected, rules patched together in such a 
manner are neither symmetrical nor complete. Some rules are based 
on the concept that there is a continuity of legal entity between the 
parties to a Sec. 351 transaction. Thus, the corporation clearly steps
1 The uncertainties exist only when the incorporation transaction is wholly or 
partly within the scope of Sec. 351.
2 Yet for certain kinds of tax-free reorganizations and liquidations, Congress has 
neatly packaged a comprehensive set of rules favoring the carryover of the 
attributes.
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into the shoes of the unincorporated entity with respect to deprecia­
tion recapture and installment obligations. Other rules assume that 
the parties to the incorporation transaction are distinctly different en­
tities—as different as the corporation and its stockholders. Thus, the 
corporation does not inherit its unincorporated predecessor’s net oper­
ating loss and is not obligated to adopt any accounting period or 
method merely because it was used by the predecessor. (See 502-504.)
Worse than the foregoing inconsistencies from the viewpoint of 
planning the winding-up of an unincorporated entity is the fact that 
the rules for certain tax attributes are not yet authoritatively covered. 
Thus, a mere Tax Court memorandum decision is considered the 
leading authority on the problem of who is taxable on income earned 
by a cash basis unincorporated entity but transferred in a Sec. 351 
transaction before collection. (See 602.) And as to whether the bal­
ance in a bad debt reserve should be restored to the taxable income 
of an unincorporated entity when its accounts receivable are trans­
ferred in a Sec. 351 transaction, there are conflicting court decisions— 
and only recent ones at that. (See 606.)
602 Income Attributable to the Unincorporated Entity
A going business will own rights to potential income which, though 
partly or even wholly attributable to pre-incorporation activities, will 
not be includible in taxable income under its method of accounting 
until after the business itself and such income attributes have been 
transferred to the corporation. For example, a cash basis partnership 
transfers trade accounts receivable, arising from services rendered, to 
a corporation in a Sec. 351 transaction. To whom and when should 
the income inherent in the accounts receivable be taxed?
Note that this discussion is concerned only with business-purpose 
motivated transfers of income attributes which are ordinary and in­
cidental to a tax-free or partially tax-free (Sec. 351) incorporation 
of a going business. Therefore, this discussion does not relate to tax- 
avoidance motivated transfers of income attributes which are designed 
primarily to shift the income from the 70 per cent tax bracket of an 
individual to the 22 per cent tax bracket of a corporation. In such tax 
avoidance transfers, it can be anticipated that, even without a specific 
Code section frowning on the transaction, the income attribute will
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be taxed back to the assignor under one judicially conceived loop­
hole-plugging doctrine or another, such as “sham” or assignment of 
income.3 Also excluded are formal incorporations of entities which 
are taxable as corporations by compulsion under Reg. Sec. 301.7701-2 
or choice under Sec. 1361. As pointed out in 102.4-102.6, such in­
corporations qualify as reorganizations, for which tax attribute carry­
over rules are prescribed in Sec. 381. Finally, of course, this discourse 
does not comprehend taxable sales of income attributes; in such trans­
actions, the consideration exchanged for the tax attribute would 
simply constitute taxable income to the selling unincorporated entity 
and tax basis to the purchasing corporation.
The basic questions arising from the incidental transfer of income 
attributes in a Sec. 351 transaction are:
a. Who should report the income attributes—the unincorporated 
transferor which at least partly earned the income but did not 
realize the economic benefit thereof; or the corporate transferee 
which realized the economic benefit of the income but at most 
only partly earned it?
b. In either event, when should the income attributes be reported- 
in the year of the Sec. 351 transfer or the year in which they 
were received or accrued by the corporate transferee?
The generally accepted, but not clearly established, answer is that 
the income attributes are entirely taxable to the corporate transferee 
when received or accrued,4 depending on the method of accounting 
used by the transferee.
Who Pays the Tax? Considering the lack of authoritative pro­
nouncements on this question and its significance, the problem will 
be reviewed in some depth. The arguments as to who should pay the 
tax on income attributes shifted in a Sec. 351 transaction may be 
grouped under such headings as “sense and spirit of Sec. 351” and 
“implications of Sec. 381.”
Sense and spirit of Sec. 351. Indisputably, Sec. 351 was designed 
to permit a business to change from the noncorporate form to the 
corporate form without tax liability, provided all the statutory re­
3 See H. Lewis Brown, 115 F2d 337, 25 AFTR 92, 40-2 USTC ¶9736.
4 Exception to both answers occurs when the unincorporated entity has been 
using the completed contract method of accountancy. See 602.4.
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quirements are satisfied. Accordingly, the argument goes, the unin­
corporated entity may shift business income attributes to the corpora­
tion tax free. For example, there is no question that the potential tax 
liability on the unrealized appreciation in property is shifted to the 
corporate transferee by the interplay of Sec. 351 and 362(a). That 
is, Sec. 351 provides that the gain realized on the transfer of appre­
ciated property for corporate stock and securities should not be 
recognized while Sec. 362(a) provides that the transferors’ (lower) 
tax basis for the property in a Sec. 351 transaction becomes the trans­
feree’s basis. In the same vein, long-standing regulations permit the 
tax-free “disposition” of installment obligations in Sec. 351 trans­
actions. Similarly, Congress has provided that neither investment 
credit under certain circumstances nor depreciation may be recap­
tured in tax-free incorporations. In short, the sense and spirit of Sec. 
351 dictate that income attributes may be transferred tax free in 
incorporation transactions.
Implications of Sec. 381. This section specifically provides for the 
carryover of income attributes (as well as numerous other tax attri­
butes) but only in specified tax-free liquidations and reorganizations. 
Therefore, the argument goes, in failing to also specify tax-free incor­
porations, Congress manifested an intent to bar the carryover of 
income attributes in Sec. 351 transactions. This inference is plausible 
since there is less continuity of legal entity in tax-free incorporations 
than in tax-free reorganizations, and the lack of continuity of legal 
entity was the theory under which the courts usually denied carry­
overs of attributes in reorganizations before the advent of Sec. 381.5
On the other hand, the rebuttal goes, Congress may have simply 
concluded that it was established that income attributes could be 
carried over in Sec. 351 transactions, and therefore there was no need 
for special legislation. 56 The lack of litigation on the subject suggests 
that the IRS was acquiescing to the carryovers; in significant con­
trast, there had been considerable litigation with respect to carry­
overs of tax attributes in reorganizations. Furthermore, if the negative
5 See New Colonial Ice Coal Co., Inc., 292 US 435, 13 AFTR 1180, 4 USTC 
¶1292; but compare Metropolitan Edison Co., 306 US 522, 22 AFTR 307, 
39-1 USTC ¶9432.
6 It is unfortunate that Code does not provide for carryover of income (and de­
duction) attributes in Sec. 351 transactions in the specific manner provided 
in Sec. 381, or at least in a general manner as Sec. 691 does with income 
with respect to decedents.
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(no Sec. 381 for Sec. 351 transactions) is to be accentuated, then 
offsetting weight must also be given to another negative—the failure 
of Congress to require that unrealized receivables be taxed to the 
transferor in a Sec. 351 transaction, instead of merely defining such 
income attributes recently as collapsible-type assets in Sec. 341(b) 
(3 )(c ) .
All arguments considered, the enactment of Sec. 381 seems to prove 
nothing with respect to carryover of income attributes in Sec. 351 
transactions. If somehow it is concluded that Sec. 351 does not 
comprehend the tax-free incorporation of the whole "ball of wax,” 
including not-yet taxable income items, there are three grounds which 
may empower the Commissioner to tax the income back to the un­
incorporated entity: Sec. 482, the assignment of income doctrine, and 
possibly Sec. 446.
Sec. 482. This section broadly empowers the Commissioner to re­
allocate income between related taxpayers in order either to prevent 
tax avoidance or to clearly reflect their incomes.
Assignment of income. This is but a judicially sprouted version of 
Sec. 482, which has its roots in the fruit-tree metaphor. That is, the 
fruit (income) is to be attributed to the tree (business) on which 
the fruit grew. When applied to Sec. 351 transactions, this doctrine 
duplicates Sec. 482.7
Sec. 446. This section authorizes the Commissioner to substitute a 
more accurate method of accounting where the method being used 
does not clearly reflect income. Sec. 446 has been accepted as au­
thority for requiring a contractor using the completed contract method 
of accounting to change to the percentage of completion method to 
account for the profit on contracts assigned before completion. (See 
602.4.) Nevertheless, Sec. 446 seems to be an inappropriate authority 
for reassigning taxable income to a Sec. 351 transferor whose account­
ing method has clearly been reflecting income to the date of incor­
poration.8
In any event, because of Sec. 481, the Commissioner is not likely 
to insist on a change in accounting method with respect to items of 
income which have been recurring since 1953 or earlier. If the Com­
missioner “initiates” a change in the unincorporated entity’s method
7 Lucas vs. Earl, 281 US 111, 8 AFTR 10287, 2 USTC ¶496; 
Horst, 311 US 112, 24 AFTR 1058, 40-2 USTC ¶9787.
8 See Sol C. Siegel Productions, Inc., 46 TC 15.
of accounting, Sec. 481 requires the forgiveness of tax on the “pre- 
1954 adjustment” which, very generally, will equal the amount of the 
income item accumulated at the beginning of the first 1954 Code 
year. Rather than forgive any tax, the Commissioner will usually 
collect the tax from the corporation and change the corporation’s 
accounting method. The corporation, being a new entity, will not be 
able to claim a pre-1954 adjustment.9
Briefly, Sec. 481 operates as follows. Generally, income from the 
year of change in accounting method will include (i) income for 
such year computed under the correct method, plus (ii) adjustment 
for items of income or deductions which would be omitted or dupli­
cated as a result of using the new method. If, however, the Commis­
sioner “initiates” the change, the omission-duplication adjustments 
need not be made for items attributable to pre-1954 Code years. Then 
the “pre-1954 adjustments” will forever escape tax.
example. Propie incorporates his retailing business on December
31, 1967. He has been improperly ignoring accounts receivable in 
computing taxable income. Such receivables totaled $40,000 at 
January 1, 1954, $90,000 at January 1, 1967, and $100,000 at De­
cember 31, 1967. The receivables were included in the Sec. 351 
transfer to the corporation.
The Commissioner insists that 1967 taxable income be computed 
with reference to accounts receivable. Propie’s 1967 income would 
be increased by only $60,000, i.e., the $100,000 of accounts at the 
end of 1967 less the $40,000 at the beginning of 1954. The year- 
end accounts receivable would take a tax basis of $100,000 and 
therefore subsequent collections (whether by Propie or the cor­
poration) would be nontaxable. Thus, in order to accelerate the 
time for taxation of $60,000 of income, the Commissioner must for­
give the tax on $40,000 of income.10
W hen Are Income Attributes Taxable? There is little authority on 
when income attributes transferred in a Sec. 351 transaction should 
be reported as taxable income. Generally, an income attribute should 
be reported in accordance with the relevant method of accounting 
employed by the entity (corporate or noncorporate) required to 
pay the tax.
9 Ezo Products Co., 37 TC 385; also see 503.
10 For a more detailed example of the pre-1954 adjustment, see Rev. Rul. 64-191, 
CB 1964-2, 132.
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With the above as general background, the rules for the taxation 
of income attributes will be discussed more specifically in subsections
601.1 to 602.5.
602.1 Cash Method. A business which has been reporting on 
the cash method, especially one which has been doing so improperly, 
may have substantial amounts and numerous income attributes at any 
given date. The income attributes can be classified as follows:
a. Potential income items which are not accruable because the right 
to them is not fixed, or because their amounts are not reasonably 
determinable.
b. Accrued items of income which have not been collected, such as 
trade accounts receivable and interest receivable.
c. Cost of acquiring assets which have been expensed, properly or 
improperly, including inventories, supplies, etc.
Who Pays The Tax?
Unaccrued items. These unaccrued items will be reviewed under
602.2, in the discussion of accrual method taxpayers.
Accrued but uncollected income. I t seems to be generally accepted 
that a cash basis entity may shift the income tax liability on accrued 
but uncollected income attributes in a Sec. 351 incorporation. The 
authoritative support, however, is not weighty. The most frequently 
cited case is merely a Tax Court memorandum decision.11 In that 
case, a cash basis sole proprietorship transferred a substantial amount 
of accounts receivable arising from the rendering of services, together 
with the rest of his business assets, in a Sec. 351 transaction. The 
Tax Court concluded that subsequent collections were taxable to the 
corporation, not to the sole proprietor as the Commissioner argued.
More important than the Tax Court decision, the IRS seems to 
be following it as a matter of administrative practice. For example, 
the Commissioner successfully insisted that a corporation was im­
properly using the cash method and should change to the accrual 
method in its first taxable year, and should include in taxable income 
for such year both the collections on the zero-basis accounts receiv­
able acquired in a Sec. 351 transaction as well as the total accounts 1
11 Thomas W. Briggs, TC Memo 1956-86.
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receivable at the year end. Presumably, the Commissioner did not 
try to change the equally erroneous accounting method of the prede­
cessor sole proprietorship. Whether such inaction was due to the 
pre-1954 adjustment rule of Sec. 481 or the tax-free incorporation 
rule of Sec. 351, the fact is that the Commissioner taxed the corpora­
tion on income attributable to the unincorporated entity.12
Assets written-off. Where the costs of assets have been deducted as 
expenses, the assets represent a potential income attribute since sales 
or exchanges will certainly produce gain. The write-off may be proper 
(as in the case of supplies) or improper (as in the case of inven­
tories). In  either case, a tangible asset or property, as distinguishable 
from an intangible income right, exists. Neither the transfer of such 
assets in a Sec. 351 transaction nor their subsequent disposition by 
the corporation should result in taxable income to the unincorporated 
entity. Clearly, when properly capitalized inventory which has appre­
ciated in value is transferred in a Sec. 351 transaction, no income 
can ever be imputed to the transferor. With respect to improperly 
expensed items, the Commissioner’s recourse is to correct the unin­
corporated entity’s tax accounting for such items. With respect to 
properly expensed items, the costs might be reallocated—i.e., dis­
allowed to the unincorporated entity and allowed to the corporation.13 14
In principle, this issue has been litigated in a context other than 
Sec. 351. The Tax Court has held that rental uniforms which had 
been expensed by a laundry qualified as “property” and therefore 
the gain realized on their sale in the course of a corporate liquidation 
was not taxable under Sec. 337. The Tax Court rejected a ruling to 
the effect that expensed supplies do not qualify as “property” for 
Sec. 337 purposes, and therefore the sale price was taxable income 
under the tax benefit rule.14
When Are Income Attributes Taxable? In the event that an income 
attribute is considered reallocable to an unincorporated entity on the 
cash method, the income attributes will not be taxable until col­
12 Ezo Products Co., 37 TC 385. See also Tax Clinic, The Journal of Accountancy, 
March 1968, which indicates that the IRS will rule privately that the accounts 
receivable may be transferred tax free to the corporation.
13 For example, where a cash basis farmer transferred an unharvested crop to a 
corporation in a tax-free exchange, the deductions for the related expenses were 
reallocated from the individual farmer to the corporation. Rooney, 305 F2d 
681, 10 AFTR 2d 5110, 62-2 USTC ¶9598.
14 D. B. Anders, 48 TC 815; versus Rev. Rul. 61-214, CB 1961-2, 60.
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lected.15 16In other words, reallocation of taxable income does not 
justify acceleration of taxable income. This result will be better 
assured if the unincorporated entity remains in liquidation while the 
income attributes are being realized; but neither termination of the 
unincorporated entity nor even the death of an individual owner 
justifies the premature taxation of income attributes. Under Sec. 
691, the owners of an unincorporated business and their estates or 
heirs will be liable for the tax when the income is realized. There 
is no problem of a vanishing taxpayer, as exists in the taxable liquida­
tion and dissolution of a corporation.16
In the event that already accrued income attributable to a cash- 
method unincorporated entity is deemed taxable to the corporation, 
it will presumably be taxable to the corporation in its first taxable 
year—when its right to receive the income became fixed.
Of course, if the cash method is improper, the Commissioner could 
change the unincorporated entity to the accrual accounting method 
for the year in which the business is incorporated, and thus accelerate 
the reporting of uncollected income. For the reasons given in 602, 
the Commissioner is unlikely to do this in the case of an entity which 
started business before 1954.
Reflections. The following suggestions should be weighed with re­
spect to income attributes.
a. Where the income attributes are insignificant, include or exclude 
them from the incorporation transfer—whichever is most practical; 
ignore the tax considerations.
b. Where the income attributes are substantial, have the unincor­
porated entity retain them, if they will not be taxed at signifi­
cantly higher rates to the owners of the business.
c. As explained in 602, the tax treatment of income attributes is not 
so authoritatively settled that it is inconceivable that the unin­
corporated entity’s owners will be held taxable on such items 
although transferred in a Sec. 351 transaction. Therefore, where it 
is desirable or necessary to transfer substantial income attributes, it 
will be advisable to get an IRS ruling as to the tax consequences. 
(See note 12.)
15 See Sol C. Siegel Productions, Inc., 46 TC 15.
16 Income rights have been taxed to liquidating corporations in the last year of 
their existence; see J. C. Williamson, 292 F2d 524, 8 AFTR 2d 5172, 61-2 
USTC ¶9583.
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If waiting for a ruling is impractical, the unincorporated entity 
should withhold enough liquid assets so that its owners will be 
able to pay any related tax assessments. Alternatively, the transfer 
agreement could require the corporation to remit the collections 
to the unincorporated entity to the extent the IRS holds them to 
be taxable to the entity. Such a pre-existing agreement will at 
least offer arguments against treating post-incorporation remit­
tances as dividends to the owners of the business.17
602.2 Accrual Method. At the time of the incorporation, the 
income attributes of an accrual method taxpayer could be substan­
tial in dollars but should be few in number. Such income attributes 
will be limited to uncertain rights to income; that is, the right itself 
or the dollar amount is in dispute or subject to a substantial con­
tingency.
Who Pays the Tax? Certainly, there is less logic to reassigning un­
accrued income to the unincorporated entity than there is to reassign­
ing accrued but uncollected income. A reassignment could not be 
justified on the grounds that the accounting method—the accrual- 
used by the entity does not clearly reflect income. If the right to and 
the value of the income is so speculative as to be unaccruable at the 
transfer date, it is difficult to see how the ultimate amount realized 
can be taxed back to the unincorporated entity under the assignment 
of income doctrine or Sec. 482. However, there seems to be no au­
thority directly on point.
The lack of litigation with respect to this question may signify an 
IRS disinterest in the issue. This inference is supported to some 
extent by the IRS’s activity in seeking to tax income attributes to 
corporations which have distributed them to stockholders before the 
accrual date, although the difference in attitude may be explained 
by practical rather than theoretical considerations. When income 
attributes are taxed back to a liquidating corporation, there may be 
a double tax on the income—the corporate income tax and the in­
dividual capital gain tax. When an income attribute is transferred to 
a corporation, it becomes vulnerable to double taxation. Thus, the 
Commissioner may be more tolerant of a tax-free shift of income
17 See 207 for a discussion of an analogous situation with respect to excessive 
compensation.
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attributes to a corporation than from a corporation, though the shift 
will mean an immediate loss of revenue if the shareholder is in a 
higher than 48 per cent (or 22 per cent) tax bracket. Incidentally, 
the court decisions in the corporate liquidations situations are in­
conclusive, but overall they imply that where the contingencies or 
disputes at the transfer date are substantial in nature, the courts will 
not reallocate back to the transferor corporation the income ulti­
mately realized.18
W hen Are Income Attributes Taxable? In the event that an unac­
crued income attribute is considered reallocable to an accrual basis 
unincorporated entity, the time for its taxation remains the same— 
when it becomes accrued income under the general rule. Otherwise, 
the unaccrued income attributed should be taxed to the corporation 
when it becomes taxable income under the corporation's method of 
accounting.
Reflections. For the reasons presented in 602.1, consideration should 
be given to withholding unaccrued income attributes from the Sec. 
351 transfer. Also, for an item in legal dispute, the attorney handling 
the matter should be consulted as to whether the item is assignable.
602.3 Installment Method. At the time of incorporation, an un­
incorporated dealer in personal or real property who is reporting 
income under the installment method may have a substantial amount 
of accrued but untaxed income. Very generally, Sec. 453(d) pro­
vides that when an installment obligation is sold or otherwise trans­
ferred, the previously untaxed income shall be reported by the holder 
in the year of such “disposition.” However, Reg. Sec. 1.453-9(c) (2) 
specifies that a transfer in a Sec. 351 transaction will not constitute 
a taxable disposition; thus it is clear that the tax liability will accom­
pany the transfer of installment income attribute. Interestingly, the 
pertinent Code sections (351 and 453) do not expressly require this 
result.
I t should be noted that a Sec. 351 transfer of an installment ob­
ligation might constitute a taxable disposition under the following 
unusual set of facts. While holding less than 80 per cent of the corp-
18 See United Mercantile Agencies, 34 TC 808; Cold Metal Process Corp., 247 
F2d 864, 52 AFTR 260, 57-2 USTC 119921. Compare Ungar, Inc., 244 F2d 
90, 51 AFTR 250, 57-1 USTC ¶9678.
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poration’s stock, an individual sold his business to the corporation, 
and elected to report the gain under the installment method. There­
after, the stockholder transferred the installment receivable to the 
corporation itself—thus effectively cancelling the debt—in exchange 
for stock. The transaction qualified as a tax-free exchange under Sec. 
351 since it gave him “control” of the corporation. The court held 
that there was not a taxable disposition by the corporation, but sug­
gested that the stockholder (whose liability was not at issue) had 
realized taxable income under the anticipatory assignment of in­
come rule.19
Reflections. Consideration should be given to withholding long-term 
installment obligations. This will be particularly advisable where 
the profit is taxable as long-term capital gains. (See 206.) Further­
more, even those obligations generating ordinary income, because 
of their built-in income averaging feature, might profitably be re­
tained by the unincorporated entity.
602.4 Completed Contract Method. An unincorporated con­
struction contractor reporting under the completed contract method 
of accounting cannot shift the tax on the entire profit on a long-term 
contract through a Sec. 351 transfer of the contract and the work in 
progress before the job is completed. Where there is such a transfer, 
in order to clearly reflect income, the unincorporated entity will be 
taxed on the income attributable to the pre-incorporation period, as 
determined under the percentage of completion method.20
Reflections. Obviously a distortion, not a clear reflection, of annual 
income results if a contractor is required to include in one account­
ing period:
a. A proportion of profits on contracts which are uncompleted at 
the transfer date, plus
b. All of the profits on contracts completed during the taxable 
period but started in prior taxable years.
19 Jack Amman Photogrammetric Engineers, Inc., 341 F2d 466, 15 AFTR 2d 
422, 65-1 USTC ¶9257.
20 Alden C. Palmer, 267 F2d 434, 3 AFTR 2d 1170, 59-1 USTC ¶9389.
202
In effect, two accounting methods are applied to bunch more 
than one year of income into one taxable period. Income bunching 
is particularly unfair to noncorporate taxpayers subject to gradu­
ated tax rates. The amount of relief available under the income 
averaging rules will rarely correspond to the additional tax resulting 
from the income bunching. In fact, greater relief may be available 
under the spreadback and pre-1954 adjustment rules of Sec. 481. 
In any event, consideration should be given to deferring the 
assignment of partially completed contracts until a year or more 
after incorporation, or not even assigning the contracts.
602.5 Recovery Exclusions. Sec. 111 provides for the exclusion 
from income of recoveries of previously deducted bad debts, taxes 
and tax penalties, provided the deduction did not result in a reduction 
of income tax in a prior year. Apparently, this tax privilege is not 
assignable in a Sec. 351 transaction, at least there is no authority per­
mitting it. (In  contrast, Sec. 381(c) (12) specifically permits such a 
carryover in the case of a tax-free liquidation of a subsidiary and for 
certain reorganizations.)
example. Propie transfers all his business assets of “whatever kind” 
to Excorp in a Sec. 351 incorporation. Thereafter, Excorp recovers 
$1,000 from a former customer whose account had been charged 
off in an unused net operating loss year. The $1,000 will be includ­
ible in Excorp’s taxable income, although such amount would have 
been excludible from Propie’s income had he received it.
Reflections. The net operating loss carryback and carryforward rules 
have made the recovery exclusion privilege almost academic. In any 
event, the unincorporated entity should retain the right to potential 
recovery exclusion items which are significant in size.
603  Deductions Attributable to the Unincorporated Entity
At the incorporation date, there will invariably be liabilities (definite, 
contingent, contested, and even unknown) for taxes, expenses, and 
other potentially deductible items which are attributable to the ac­
tivities of an unincorporated entity, but which are not yet deductible 
under the applicable method of accounting because:
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a. Under the cash method, the liabilities are still unpaid.
b. Under the accrual method, the liabilities are not fixed or the 
amounts are not ascertainable with reasonable accuracy.
When responsibility for potentially deductible liabilities is retained 
by the unincorporated entity, it will clearly be entitled to the deduc­
tions as the liabilities are paid or incurred (depending on its account­
ing method);21 but the complete liquidation of the entity may be 
complicated and delayed. By causing the corporation to assume the 
liabilities, the liquidation process would be made simpler and shorter, 
but the deductions may vanish—neither organization may be allowed 
the deduction.
The corporation will almost certainly be denied the deduction. The 
general rule is that one taxpayer cannot succeed to the tax deduc­
tions attributable to another taxpayer, not even by assuming and 
paying them, in the absence of specific statutory sanction.22 The 
assumption of an otherwise deductible liability is generally regarded 
as a capital expenditure for the acquisition of the business. Sec. 
381(c)(4) and (6), very generally, do permit a transferee to step 
into the shoes of the transferor with respect to liabilities, but only in 
the course of specified tax-free reorganizations and liquidation. But 
there is no statutory provision permitting the carryover of deduction 
attributes in Sec. 351 transactions.
Although the corporation assumes a deductible liability, the unin­
corporated entity will be allowed the deduction provided it sustains 
the burden of the liability.23 In effect, the entity must establish that 
a portion of assets were transferred to the corporation, as agent, to 
pay the assumed liability. Producing such proof should be easy for a 
definitely accrued liability, could be difficult for a contingent or a 
contested liability, and would be almost impossible for an unknown 
liability.
To the extent that a definite liability is specifically assumed by a 
corporation in a Sec. 351 exchange, the value of its stock and securi­
ties will be correspondingly reduced; therefore, it is self-evident that
21 Rev. Rul. 67-12, IRB 1967-3, 8.
22 See Stone Motor Co., TC Memo 1956-179; and Holdcroft Transportation Co., 
153 F2d 323, 34 AFTR 860, 46-1 USTC ¶9193. Compare Minneapolis & St. 
Louis Ry. Co., 260 F2d 663, 2 AFTR 2d 6083, 58-2 USTC ¶9903.
23 See Cooledge, 40 BTA 1325, acq., and Pierce Oil Corp., 77 F Supp. 273, 
36 AFTR 1498, 48-1 USTC ¶9107.
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the unincorporated entity has paid or incurred the expense by accept­
ing consideration worth less than the value of the transferred assets. 
Where a contingent or a contested liability is assumed by the cor­
poration, it could be difficult to demonstrate that, as of the incorpora­
tion date, the value of the assets transferred exceeded the value of 
the consideration received by the unincorporated entity in the amount 
of such liabilities as subsequently determined. Finally, it would be 
virtually impossible to establish that the unincorporated entity gave 
the corporation consideration to pay for liabilities which were not 
even known to exist at the time of incorporation.
The unincorporated entity will take allowable deductions in accord­
ance with its accounting method—when the liabilities are paid by the 
corporation if the entity is on cash method, or when the liabilities 
accrue if the entity is on the accrual method. The following two 
examples illustrate the foregoing principles.
example 1. During 1968 Pandco, a cash basis partnership, trans­
ferred all its assets to Excorp in exchange for all the latter’s stock 
and its agreement to assume and pay a list of liabilities. The list 
included $10,000 of accrued interest and business expenses. Excorp 
pays the liabilities in 1969. Pandco is entitled to the deduction in 
1969. Pandco, in effect, economically sustained the expense when 
it exchanged assets for Excorp stock necessarily worth $10,000 less 
than the value of the assets. Excorp cannot deduct the payments.
example 2. Assume the same Sec. 351 transaction. In 1970 a city 
alleges that Pandco owes sales taxes for a ten-year period, and 
Excorp settles and pays the claim for $15,000 in 1971. No one 
knew of the potential deficiency at the incorporation date. To obtain 
the $15,000 deduction in 1971, Pandco must prove that the value 
of Excorp stock received was $15,000 less than the value of the 
assets transferred in the 1968 exchange, and that the difference 
is traceable to the unknown sales tax deficiency. The deduction 
will probably be denied to Pandco, and certainly to Excorp.
The practical effect of the foregoing rules on cash and accrual 
method taxpayers will be discussed in 603.1 and 603.2. The inability 
of the unincorporated entity (i.e., its owners) to carry over net oper­
ating and capital losses against post-incorporation business income 
will be reviewed in 603.3 and 603.4.
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603.1 Cash Method. At the incorporation date, the deduction 
attributes of a cash method business will be numerous and probably 
substantial in amount; they will include fixed liabilities which would 
be deductible under the accrual method, as well as contingent, con­
tested and unknown liabilities which would not be deductible under 
any method. Since the deductions will vanish if the unincorporated 
entity is unable to prove that the corporation was compensated for 
its assumption of the specific liabilities, the assignment of deduction 
attributes should be handled with special care in the incorporation 
of a cash basis business.
Reflections. It should be easy to protect deductions for accrued but 
unpaid liabilities. A list of them should be appended to the in­
corporation agreement with a provision to the effect that an amount 
of assets corresponding to the total of such liabilities has been 
transferred to the corporation in consideration for its agreement 
to pay the liabilities.24 Better still, the unincorporated entity could 
withhold a sufficient amount of liquid assets and directly discharge 
the liabilities in the course of liquidation. As to the handling of 
contingent, contested and unknown liabilities, see 603.2.
The payment of deductible liabilities should be timed so that 
they will produce the maximum tax benefits. For example, if the 
income of the owners of the business will decline substantially after 
incorporation, accelerate the payments for expenses which can be 
deducted in the year of incorporation. When the liabilities are 
assumed by the corporation, a follow-up system should be devised 
for advising the unincorporated entity when it can claim the 
deductions.
603.2 Accrual Method. Under the accrual method, deduction 
attributes at the incorporation date will be limited to:
a. Liabilities which are certain to become fixed and definite (i.e., to 
become accrued), but not until after the incorporation date. It 
should be easy to establish that the unincorporated entity trans­
ferred assets to the corporation in consideration for its assumption 
of such liabilities. Thus, the unincorporated entity would be en­
titled to the deductions. (See Reflections under 603.1)
24 See 402.4 for the limitations on the kind and amount of liabilities that can be 
transferred without tax consequences.
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b. Contingent, contested and unknown liabilities whose existence and 
amounts are not predictable with reasonable accuracy. I t will be 
difficult, if not impossible, to prove the extent to which the unin­
corporated entity transferred assets in consideration for the cor­
poration's assumption of liabilities whose amounts or even exist­
ence are speculative at the incorporation date.
Reflections. For the class (a) items, consider accelerating the accrual 
date or “happening” by modifying the agreement with the pros­
pective creditor. Thus, by revising the vesting provision in em­
ployees’ vacation pay plans, an unincorporated business could 
qualify for a double vacation pay deduction in the year of incor­
poration. (See 504.3 for additional discussion of vacation pay.)
For the class (b) items, from a tax viewpoint, the unincor­
porated entity should retain responsibility for discharging con­
tingent, contested, and especially unknown liabilities; otherwise the 
deductions may disappear. This could mean, however, an infinite 
prolonging of the liquidation proceedings, which might prove un­
palatable to members of a partnership, especially to one who would 
discontinue his relationship with the business when it is incor­
porated. Where it is a practical necessity for the corporation to 
assume liabilities and risk forfeiture of deductions, the fact that 
corporate earnings will be used to pay the liabilities if and when 
they materialize, without dividend consequences, should be of some 
consolation.
603.3 Net Operating Losses. Clearly, though the unincorporated 
entity and its successor corporation in a Sec. 351 transaction engage 
in exactly the same trade or business and are owned by exactly the 
same individuals in exactly the same proportions, the net operating 
losses sustained by one entity cannot be carried forward or back 
against the taxable income of the other entity.25
However, the income or loss of a corporation which elects to be 
taxed under Subchapter S is passed on to its stockholders. Thus, in 
effect, where an unincorporated business is transferred to a Sub­
chapter S corporation, the net operating losses of one entity are 
deductible against the other’s taxable income.
25 Of course, the sole proprietor or partner, not the unincorporated entity itself, 
uses a net operating loss deduction.
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Reflections. W here there is an unused net operating loss at the 
proposed time of incorporation, or if a post-incorporation loss year 
is reasonably foreseeable, consider one or more of the following 
alternatives:
a. Defer the incorporation until a date which will permit the 
effective utilization of the loss.
b. Qualify the corporation for Subchapter S treatment.
c. Withhold some income-producing assets from the corporation. 
For example, a cash basis unincorporated business can with­
hold zero-basis trade receivables from the corporation; collec­
tions will represent taxable income which will absorb the loss 
carryforward.
d. Accelerate the realization of taxable income before incorpora­
tion, or delay incurring deductions.
603.4 Capital Loss Carryovers. A capital loss generated by the 
unincorporated entity cannot be carried over against capital gains 
subsequently realized by the corporate entity, even though the gains 
are attributable to appreciated assets acquired in the incorporation 
transaction.
Reflections. It is generally inadvisable to transfer appreciated capital 
assets to a corporation in a tax-free transaction. Such a transfer will 
be especially ill-advised if the owners of the unincorporated busi­
ness have capital loss carryover deductions available. (See 206 
dealing with tax-privileged income.)
6 04  Recapture of Investment Credit
Where Sec. 38 (investment credit) property is disposed of or ceases 
to qualify as Sec. 38 property before the expiration of its originally 
estimated useful life, the credit must be recomputed on the basis of 
the actual period the property was used in the business. Any difference 
between the credit originally allowed and the revised credit allowable 
must be added to the tax liability for the year of premature disposition.
Reg. Sec. 1.47-3(f) provides, in effect, that the transfer of Sec. 38 
property as part of a Sec. 351 transaction will not be considered a 
“disposition” requiring the recapture of investment credit provided 
that:
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a. Substantially all the assets (including non-Sec. 38 property) neces­
sary for operating the business are included in the incorporation 
transaction, and
b. The sole proprietor or partner retains an interest in the incorpo­
rated business which is either (1) "substantial in relation to the 
total interest of all persons,” or (2) is at least as great as his inter­
est in the unincorporated business.
In the case of partnerships, the investment credits are allowed 
and recaptured on a partner-by-partner basis, not on an entity basis. 
Stating condition (b) differently, investment credits will be recap­
tured from a partner whose stock interest is (1) insubstantial in 
amount and (2) less than his interests in partnership profits and cap­
ital had been.
Reflections. Unfortunately, the regulations do not elaborate on the 
meaning of the word "substantial” by giving examples, thus leav­
ing much to the imagination. For example, will investment credits 
be recaptured from an individual who held a 6 per cent partnership 
interest and acquires a 5 per cent stock interest, but not from an 
individual who held a 75 per cent partnership interest and acquires 
a 51 per cent stock interest?
Perhaps a 5 per cent stock interest will be regarded as substan­
tial; at least, a 5 per cent interest is sufficient to qualify a partner 
as "principal” partner for a different purpose—adoption of account­
ing periods.26 More logically, the alternatives in condition (b) 
should be integrated into a single rule, with a concrete percentage 
figure substituted for the relatively abstract "substantial” amount. 
For example, a better rule would be: there will be no recapture 
from a partner whose stock interest is at least 50 per cent of what 
his partnership interest had been.27
605  Recapture of Depreciation
Under Sec. 1245, generally, the gain on the sale of depreciable 
personal property is treated as ordinary income (rather than as cap­
26 See Sec. 706(b) (3). But compare James Soares, 50 TC No. 92.
27 See Reg. Sec. 1.47(6), dealing with disposition of partnership interests.
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ital gain under Sec. 1231) to the extent of depreciation deductions 
allowed after December 31, 1961. Sec. 1245 not only recaptures 
post-1961 depreciation deductions as ordinary income in taxable sales 
and exchanges, but also does so in some otherwise tax-free disposi­
tions (such as distributions in complete liquidations of a corporation).
Where depreciable personal property is transferred in a Sec. 351 
transaction, the following rules apply:
a. In a wholly tax-free transaction, no depreciation will be recaptured.
b. In a partially tax-free transaction, the amount of depreciation 
recaptured will be the lesser of (i) post-1961 depreciation de­
ductions or (ii) the gain recognized in the transaction.
Of course, where the depreciable properties are sold to the cor­
poration in a taxable transaction, the recapture rules will apply as 
they would in any ordinary sale. (Moreover, if 80 per cent in value 
of the corporate stock is owned by the vendor, his spouse, and his 
minor children or minor grandchildren, the entire gain will be treated 
as ordinary income under Sec. 1239.)
Sec. 1250 provides similar rules for the recapture of depreciation on 
real property, with the following principal modifications: (1) only 
depreciation deductions allowed (allowable) in excess of those al­
lowed (allowable) for periods after December 31, 1963 are subject 
to recapture; and (2) such deductions are recaptured on a percent­
age basis, sliding from 100 per cent on real property held for twenty 
months or less to zero after a ten-year holding period.
Depreciation recapture is merely deferred, not forgiven, in a Sec. 
351 transfer. The Sec. 351 corporation merely steps into the shoes 
of the unincorporated entity, so that the depreciation deductions 
claimed by the latter as well as those claimed by the corporation 
itself will be subject to recapture upon a profitable disposition of the 
property after the incorporation.28
example. A seven-year old machine is acquired in a Sec. 351 trans­
action in 1967 and sold for more than original cost in 1968. All 
post-1961 depreciation deductions will be taxed as ordinary income 
to the corporation although it held the machine for only one year.
28 It may be preferable to transfer appreciated properties in taxable rather than 
tax-free transactions, or even to lease the properties, to the corporation; see 
404.1.
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Reflections. The rules for recapture of depreciation and of invest­
ment credit (see 604) in Sec. 351 transactions differ in at least 
three significant respects:
a. In the incorporation of a partnership, the depreciation rules 
are applied on an entity basis whereas the investment credit 
rules are applied on a partner-by-partner basis. Thus, in a wholly 
tax-free incorporation, depreciation will not be recaptured from 
anyone but investment credit will be recaptured from a partner 
who failed to retain a “substantial interest” in the incorporated 
business.
b. In  a Sec. 351 transaction which is only partly tax free, there 
can be depreciation recapture while there might be no in­
vestment credit recapture.
c. The depreciation recapture rule is applied on a property-by- 
property basis whereas the investment credit recapture rule is 
applied on an all-or-nothing basis. There is no depreciation 
recapture with respect to any property transferred tax free in 
the incorporation of a part of a business. On the other hand, in 
the same transaction, investment credit will be recaptured with 
respect to all of the transferred Sec. 38 properties if substantially 
all of the assets (including non-Sec. 38 assets) needed in the 
business are not included in the Sec. 351 transaction.
606 Recapture of Reserve for Bad Debts
When accounts and notes receivable are transferred in a Sec. 351 
transaction, must the related bad-debt reserve (to the extent created 
by tax-benefit deductions) be restored to the transferor’s taxable in­
come? The IRS and the Tax Court insist “yes”; a court of appeals 
says no. 29
The IRS, on the premise that the bad debt reserve is a reserve for 
future losses, reasons that the reserve should be restored to taxable 
income since there will be no further bad debt losses after the receiv­
ables are disposed of. The Tax Court, in agreeing that the reserve
29 Rev. Rul. 62-128, CB 1962-2, 139; M. Schuster, 50 TC No. 12; and Schmidt 
Estate, 42 TC 1130, rev'd. 9 Cir., 335 F2d 111, 17 AFTR 2d 242, 66-1 
USTC ¶9202.
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should be recaptured, notes that the Code does not specifically per­
mit the carryover of the bad debt reserve in corporate organizations, 
as Sec. 381(c)(4) does in tax-free reorganizations and liquidations. 
In disagreeing, the court of appeals concludes that the reserve is a 
valuation reserve, and therefore that there is no economic gain real­
ized on the incorporation transaction since the value of the considera­
tion received includes only the net value of the receivables transferred.
Incidentally, it appears that the IRS is making much ado about 
little. The tax-free transfer of the reserve does not avoid tax on the 
income; at most it merely shifts the tax liability. Assuming the cor­
poration adopts the reserve method, its first-year bad debt deduction 
will be minimal. If the corporation does not adopt the reserve method, 
the acquired reserve will become taxable income—either in the first 
year, or as collections are made on each account receivable whose 
tax basis is reduced to less than face value by an allocable portion of 
the reserve. True, the corporate tax rate will often be lower than the 
individual tax rates applicable to the owners of the unincorporated 
entity. However, the rate gap did not deter Congress from permit­
ting the tax-free transfer of a depreciation reserve which may be 
recaptured, or the IRS from regulating that installment obligations 
may be incorporated tax free.
Moreover, no income is being shifted when a reasonable reserve is 
transferred. Gross income is overstated when doubtful receivables 
are taken at face value; the deductions for the addition to the re­
serve merely compensate for such overstatement. If the receivables 
were sold in an arm’s-length transaction, presumably only the net 
book value (less the buyer’s profit incentive) would be realized. In 
fact, where the reserve is reasonable the IRS is improperly shifting 
a deduction from the unincorporated entity to the corporation.
Reflections. Unless and until the IRS concedes this issue, prospec­
tive incorporators should, when the bad debt reserve is substantial:
a. Before the incorporation date, charge off every worthless re­
ceivable against the reserve, thus reducing the amount subject 
to recapture.
b. Consider having the receivables retained by the unincorporated 
entity, thus justifying the continuance of the reserve. To the 
extent the reserve proves unnecessary, it will eventually have to 
be restored to income. The restoration might be spread over
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several years, depending upon the rate of collections and the 
bad debt losses.
607 Avoiding Bunching of Income for Fiscal Year Partnership
Where a partner’s taxable year differs from the partnership’s, and 
he is to become a compensated employee of the corporation, incor­
poration will result in a bunching of from 13 to 23 months of income 
in the partner’s first taxable year ending thereafter. Typically, a 
partnership will be on a fiscal year (i.e., other than a calendar year) 
and the partners on a calendar year; conceivably, it could be vice 
versa. In either case, the partner will have to report the income of 
the partnership for its year ending within his taxable year, plus salary 
received from the corporation between the incorporation date and 
his taxable year end. The sooner the partner’s year ends after the 
partnership’s year, the less the bunching of income. The income­
averaging provisions of Code Sec. 1301-5 could reduce the tax on 
the pyramided income.
This bunching problem will rarely arise upon the incorporation of 
a sole proprietorship since the Commissioner is not likely to consent 
to the business reporting on a taxable year which differs from the 
owners.30
example. Pandco, with a January 31 fiscal year, incorporates on
February 1 ,  1968. P, a calendar year partner, must report 23 months 
of taxable income in his 1968 return: his share of partnership in­
come for the 12 months ended January 31, 1968 plus his salary 
from the corporation for the 11 months ended December 31, 1968. 
If Pandco’s year ended November 30, P would have only 13 months 
of income bunched in 1968.
Reflections. If income averaging provides insufficient relief, the extra 
months of income can be spread over two years in one or both of 
the following ways:
a. Incorporate some time during the taxable year of the partner­
ship but keep it alive (in liquidation) for at least one more
30 See Rev. Rul. 57-389, CB 1957-2, 298.
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year. This will permit spreading the extra months of income 
over a two-year period. For example, if a January 31 part­
nership was incorporated on July 1, 1968, a calendar year part­
ner would report 18 months of income in 1968 (12 months of part­
nership income plus six months of corporate salary) and 17 
months in 1969 ( 5 months of active partnership income—Febru­
ary 1-June 30, 1968 plus 12 months of corporate salary). The 
incorporation date should be selected on the basis of the real­
ized and projected profits of the business and the salaries which 
will be paid by the corporation. Completing the liquidation 
process will usually necessitate keeping the partnership alive 
for a year or so after the active business has been incorporated, 
and thus avoid the termination of the partnership’s taxable 
year.31
When 50 per cent or more of the total partnership interest is 
transferred to the corporation, the partnership and its taxable 
year would be considered terminated.32 Therefore, where there 
is a bunching of income problems, incorporation through the 
transfer of partnership interests could prove costly. (See 405.3.)
b. Defer the payment of most of the annual compensation under 
a profit-sharing bonus agreement until shortly after the close of 
the corporation’s and partners’ year ends. For example, if a 
January 31 partnership was incorporated on February 1, 1968 
and the corporation adopted a January 31 fiscal year, the part­
ner would have 12 months of partnership income plus 11 months 
of relatively low corporate salaries to report in 1968, and a 
substantial bonus plus 12 months of moderate salary in 1969. 
Thus, the extra income would be averaged over a two-year 
period.
To be deductible, the aggregate salary and bonus must be 
reasonable for the services rendered. Deferring payment of the 
bonus until the year end does not make it deferred compensa­
tion of the kind which is not accruable as a deduction.33 How­
ever, a bonus to a more-than-50 per cent stockholder would 
never be deductible unless paid within 2½ months after the 
corporation’s year end.34 There will be no constructive receipt
31 Reg. Sec. 708-1(b)(1).
32 Secs. 707 and 708.
33 See Reg. Sec. 1.404 (b)-1.
34 Sec. 267(a)(2).
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of the bonus before the date fixed in the agreement, even if the 
payee is a principal stockholder.35
608 Information Reporting Requirements
Reg. Sec. 1.351-3(a) requires each transferor (incorporator) to file 
with his individual tax return for the year of a Sec. 351 transaction 
a statement of all the pertinent facts, including:
a. A description of the property transferred, or of his interest in such 
property, and the tax basis thereof.
b. With respect to the consideration received from the transferee- 
corporation:
(i) Stock of the controlled corporation—a description of each 
class of stock, the number of shares of class received, and 
the fair market value per share of each class at the trans­
action date.
(ii) Securities of the controlled corporation—the principal amount 
and terms of the securities, and their fair market values at 
the date of exchange.
(iii) The amount of money received.
(iv) Other property (boot)—a complete description of each item 
of property, and its fair market value at the exchange date. 
(Also, in the case of a corporate transferor, the tax basis of 
each item in the hands of the controlled corporation imme­
diately before the exchange.)
c. With respect to liabilities of the transferors assumed by the trans­
feree corporation:
(i) The nature of the liabilities, and when and under what 
circumstances created.
(ii) The corporate business reasons for assumption by the trans­
feree corporation.
(iii) Whether such assumption eliminated the transferor's primary 
liability.
In addition, each transferor must keep permanent records in sub­
stantial form showing the above information, in order to facilitate the
5 See Basil F. Basila, 36 TC 111.
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determination of gain or loss from a subsequent disposition of any 
stock, securities, or other property acquired in the exchange.
It may also be necessary to submit the above information with 
state and city tax returns which are based on income. However, this 
is not apt to be necessary where the state or city taxable income is 
substantially conformed to federal taxable income.
Reflections. Where a partnership transfers its assets, it may be 
simpler for the partnership to submit the required information with 
its return. Each partner should also attach a copy of the partner­
ship’s statement of information to his individual tax return, together 
with a summary of his interest in the net assets transferred and in 
each type of consideration received.
609 Nontax Matters
This paragraph is primarily related to the incorporation of a part­
nership which continues in liquidation for a period of time after 
the incorporation. The discussion will be generally applicable to an 
incorporation in which the partnership is dissolved on the incor­
poration date, except that the instant dissolution means that all 
winding-up problems must be resolved before the incorporation date. 
As to the relatively simple matter of winding up a sole proprietorship, 
parts of this discussion will just about completely cover the subject. 
For a successful transplant of a business from the partnership form to 
the corporate form, it will be just as essential to properly plan for 
the termination of the partnership as for the beginning of the cor­
poration. There are usually two stages to the winding up of an unin­
corporated entity when its business will be continued by a corporated 
successor, (a) the pre-incorporation and (b) post-incorporation stages.
Pre-Incorporation Stage. Before the incorporation date, the follow­
ing matters should be attended to by the incorporation team:
a. Review the partnership agreement in light of the proposed incor­
poration transaction, particularly the provisions relating to the 
withdrawal of partners and the liquidation of the partnership, and 
arrange for appropriate amendments.
b. Arrange for the withdrawal of partners who will not continue as 
stockholders of the proposed corporation.
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c. Advise each partner as to how much he must have in his capital 
account to cover the cost of stock and securities which will be 
allocable to him, and check on his timely compliance.
d. Be sure that the partnership retains sufficient cash for distribution 
to the partners for payment of their taxes on the firm’s income 
for its last active year.
e. Be sure that the partnership retains sufficient assets to meet defi­
nite liabilities falling due after the incorporation date.
f. Arrange for the partnership to set up reasonable reserves to meet 
liabilities which are contingent as of the incorporation date, and 
to meet claims which are currently unknown but which experience 
indicates may be subsequently alleged. This will be important 
if some partners will not become stockholders. Also, for the rea­
sons discussed in 603, it is not advisable to have the corporation 
assume contingent and unknown liabilities.
g. Determine which loan agreements, leases, and any other contracts 
require consents from the other parties to their assignments, and 
obtain such consents.
h. Do everything necessary to protect all partners from being bound 
by one partner who might continue to deal with third parties as 
though he were acting for the partnership. This may require 
giving actual notice to people who have been dealing with the 
partnership, publishing a notice in a newspaper, and amending a 
certificate of partnership on public file.
Post-Incorporation Stage. The pre-incorporation matters reviewed 
above will probably have to be attended to with speed as well as 
thoroughness. After incorporation, speed is no longer essential but 
thoroughness is. For example, if all the partnership assets are dis­
tributed with undue dispatch before certain valid liabilities are dis­
covered, some partners may have to temporarily or permanently bear 
more than their pro rata share of such liabilities, because others 
cannot or will not pay their shares. Matters which should be attended 
to during the post-incorporation stage include:
a. File tax returns and discharge all tax liabilities for the partnership 
itself.
b. Discharge all other liabilities of the partnership as they fall due.
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c. Collect such income or receivables as the partnership remains 
entitled to.
d. Distribute the reserves retained to meet indefinite liabilities when 
it is generally agreed that they are no longer necessary.
e. Distribute the stock and securities of the new corporation to the 
partners in accordance with the incorporation agreement.
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Appendix
Exhibit A
INCORPORATION QUESTIONNAIRE
N am e
Sole P roprietorsh ip  o r P artnersh ip
(cross out inapplicable one)
Instructions
This questionnaire  is in ten d ed  to  serve as a  rem inder of m ost, no t 
necessarily all, of th e  factors w hich  should  b e  considered in  connection 
w ith  th e  incorporation  of a  sole proprieto rsh ip  or partnersh ip ; th a t is, the  
questions a re  re la ted  to th e  incorporation  of a  partnersh ip—w hich  norm ally 
involves problem s sim ilar to  those encountered  in  th e  incorporation  of a 
sole proprietorsh ip . I f  th e  un incorpora ted  en tity  is a  sole proprietorship , 
m ake th e  app rop ria te  changes in  th e  questions.
T h e  questionnaire  should  also prove useful in  connection w ith  th e  
organization of a  subsidiary  corporation  b y  ano ther corporation, b u t  will 
have lim ited  application  to  “reorganization  incorporation” of entities w hich 
a re  a lready  taxed  as corporations, voluntarily  or otherw ise.
T h e  num erical references in  th e  r ig h t m argin  a re  to  th e  paragraphs 
of th e  tex t w hich  w ill p rov ide  background  m ateria l fo r th e  question. F o r 
questions w hich  are  inapplicable, answ er not applicable. W here  a yes or 
no answ er w ill b e  too cryptic, p rov ide th e  clarifying am plifications (on  
riders if  necessary ), even though  no t specifically requested . C ite  th e  source 
of answ ers supp lied  b y  others; e.g., th e nam e of th e  a tto rney  or of the  
c lie n t 's personnel.
E xcep t fo r th e  “general” questions, this questionnaire  is keyed  to 
th e  last five chapters of th e  text, nam ely:
D ecid ing  w h eth er or n o t to  incorporate: federa l incom e tax  consider­
ations. (C h ap te r  2 )
D ecid ing  w h eth er or no t to  incorporate: considerations o ther th an  
federa l incom e taxes. (C h ap te r  3)
T he  incorporation  transaction. (C h ap te r 4 )
S tarting  up  th e  corporation. (C h ap te r 5 )
W ind ing  u p  th e  un incorpora ted  entity. (C h ap te r  6 )
I t  is stressed th a t a lthough  th e  steps in  an  incorporation  m ay b e  
chronologically divisible along th e  sam e lines, each  question should at 
least b e  considered befo re  any  step  is taken. F o r exam ple, a  p roblem  in 
w inding  u p  a  partnersh ip  ( la s t s tep ) m ay  adversely affect th e  decision to
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incorporate (first s tep ) o r delay  th e  incorporation  transaction  (second 
s tep ). H ow ever, th e  answ ering of a  question  m ay  b e  deferred  fo r p rac­
tical or o ther reasons. ( In  such instances, cite  th e  reason for deferm ent.)
General Questions
1. W ho are  th e  fu ll-tim e m em bers of th e  incorporation  team ?
A ccountant
A ttorney
P artn e r
2. W ill a  form al rep o rt b e  issued on th e  incorporation  study?
3. C om plete th e  app licab le  follow ing s ta tem en t (in d ica te  th e  ex ten t of 
conflicting m inority  v iew s).
a. G enerally, th e  p artners w an t to  incorporate, unless th e re  are  com ­
pelling  reasons fo r n o t do ing  so, b e c a u se . . .
b . G enerally, th e  p artners do no t w an t to  incorporate, unless th e re  are  
com pelling reasons for doing so, b e c a u se . . .
c. G enerally, th e  partners are  passive abo u t incorporation, b u t  have 
decided  to  stu d y  th e  m a tte r b e c a u se . . .
4. H ave you rev iew ed th e  partnersh ip  agreem ent? A ttach  a sum m ary of 
th e  provisions re la ting  to cap ita l contributions, profit-sharing p ercen t­
ages, salaries, ow nership of goodw ill a n d /o r  firm nam e, term s rela ting  
to  th e  adm ittance an d  w ithdraw al of partners an d  o ther provisions 
w hich  m ay  b e  im po rtan t to  th e  incorporation  study.
5. W hich  of th e  provisions in  th e  partnersh ip  agreem ent w ill b e  difficult 
to re ta in  u n d er th e  corporate form ?
6. A re th e re  any changes p lan n ed  fo r th e  p artn ersh ip  ( in  its m em bership, 
business, activities, e tc .) w hich  should b e  taken  in to  account now ? 
(In d ica te  n a tu re  of change an d  an tic ipa ted  effect.)
7. H ave you  rev iew ed th e  financial statem ents (inc lud ing  profit and  loss 
sta tem ents) an d  tax  re tu rns for th e  last th ree  years (longer if  ap ­
p ro p ria te )?
8. H o w  m uch  annual n e t incom e, befo re  salaries an d  in te rest paym ents 
to  partners, is considered as:
Excellent
G ood
Fair
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9. Assum ing th e  p artners’ incom e from  th e  business equals th e ir  ow n tax­
ab le  incom e, give th e  n u m b er of p a rtn e rs  w ho are  in  th e :
70 p e r  cen t tax b racket
60 p e r  cen t tax  b racket
50 p e r cen t tax  b racket
Less th an  50 p e r  cen t tax  b racket
T otal
Deciding Whether or Not to Incorporate: Federal 
Income Tax Considerations 
(S ee  C h ap te r 2 )
10. In  general, do th e  p artners w ith d raw  m ost o f th e ir  d istribu­
tive profits fo r personal use o r do they  reinvest such am ounts 
(excep t fo r re la ted  incom e taxes) in  th e  business?
11. W ould  th e  p roposed  corporation  b e  vu lnerab le  to  e ither 
th e  accum ulated  earnings tax or personal hold ing  com pany 
tax? I f  yes, explain.
12. I f  th e  p roposed  cap ita l struc tu re  includes stockholders’
loans, is th e re  a  serious danger th a t such loans m ay b e  
classified b y  th e  IRS as cap ita l contributions w ith  adverse 
tax consequences? ( I f  yes, discuss and  ind ica te  w h a t can 
b e  done to  m inim ize or avoid th e  adverse consequences.)
13. Does th e  business realize  substan tia l am ounts of tax- 
priv ileged  incom e includ ing  cap ita l gains, tax-exem pt in ­
come, an d  percen tage  depletion?
14. H as i t  been  p o in ted  ou t th a t w h a t th e  stockholders reg ard  as 
reasonable com pensation fo r the ir services m ay b e  partly  
disallow ed as excessive?
15. I f  th e  partnersh ip  is ob ligated  to m ake “gu aran teed  pay ­
m ents” (fixed am ounts or percentages of profits) to  re tired  
p artners or w idow s of deceased partners, is i t  recognized 
th a t th e  corporation  m ay n o t b e  ab le  to  d ed u c t such p ay ­
m ents although  i t  assumes th e  obligation? I f  so, can  some 
arrangem ent b e  m ade to  avoid th e  loss of th e  deductions? 
( If  yes, exp lain .)
16. If  the  partnersh ip  has been  paying  substantially  sim ilar sal­
aries to  all partners, has i t  been  stressed th a t a  sim ilar 
salary a rrangem ent w ould  b e  unrealistic  u n d er th e  corporate
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form  an d  th a t a  realistic  a rrangem ent w ill resu lt in  a  re ­
d istribu tion  of th e  n e t profits o f th e  business?
17. D oes th e  p a rtnersh ip  presen tly  have deferred  com pensation 
plans w hich  qualify  fo r priv ileged  tax  trea tm ent?
18. A re th e  p artners partic ip a tin g  in  such  p lans as self-em ployed 
individuals?
19. W ill th e  corporation  b e  ab le  to  ad o p t o r expand  a  qualified 
deferred  com pensation p lan  fo r th e  benefit of th e  w orking 
stockholders w ithou t incurring  substan tia l add itional costs 
in  connection w ith  th e  coverage of o ther em ployees? Ex-
20. Should nonqualified  deferred  com pensation plans b e  u tilized , 
e ither independen tly  of o r as a  supplem ent to  qualified de­
fe rred  com pensation plans?
21. Should nontaxable fringe  benefit p lans (fo r  exam ple, group  
life insurance) b e  ad o p ted  o r expanded  fo r th e  benefit of 
em ployee-stockholders?
22. D o any  of th e  p artners contem plate selling, exchanging or 
liqu idating  his p a rtnersh ip  in terests w ith in  th e  next five 
years? ( I f  so, th e  re la tive  advantages an d  disadvantages of 
disposing of eq u ity  in terests in  partnersh ips an d  corpora­
tions should  b e  especially rev iew ed.)
23. D oes any  p a rtn e r  personally  incu r substan tia l deductions 
w hich  a re  largely  recouped  b y  offsetting them  against his 
incom e from  th e  partnersh ip?
24. Is th e  business genera ting  substan tia l losses w hich are  
largely  being  recouped  b y  offsetting them  against th e  p e r­
sonal incom e of a  partner?
25. D oes any  p a rtn e r  have a  substan tia l n e t operating  loss or 
cap ita l loss carryover w hich  is m ore likely to  b e  w asted  if 
th e  business is incorporated?
26. Is th e  business a p t to  sustain a  substan tia l n e t opera ting  loss 
in  th e  n ea r fu tu re  w hich the  partners could  beneficially use 
as a  n e t opera ting  loss carryback?
27. A re any  of th e  p artners ab le  to  benefit from  th e  incom e 
averaging rules of Secs. 1301-1305?
208.2
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28. Should only a  p a r t  o f th e business o r its assets b e  incor­
pora ted?
29. Should th e  business b e  d iv ided  in to  m ultip le  corporations?
30. Is incorporation  being  considered on th e  assum ption th a t it  
w ill assure th e  deduction  of “hobby-business” losses?
31. D o any  of th e  partners have taxable  years varying from  the  
partnersh ip ’s?
32. I f  so, w ill th e  bunching-of-incom e problem  affect th e  deci­
sion to  incorporate?
Deciding Whether or Not to Incorporate: Considerations 
Other than Federal Income Taxes 
(S ee  C h ap ter 3 )
33. Is  th e re  any  d o u b t th a t all phases of th e  p a rtnersh ip ’s busi­
ness can  b e  incorporated?
34. Is lim ited  liab ility  a  com pelling reason fo r incorporation?
35. H as an  atto rney  advised th e  partners of any exceptions to 
th e  lim ited  liability  ru le, particu larly  of exceptions applic­
ab le  to  th e  ty p e  of business conducted  b y  th e  partnersh ip?
36. W ill incorporation  b e tte r  assure th e  continu ity  of th e  busi­
ness?
37. W ill incorporation  help  to  im prove th e  m anagem ent struc­
tu re?
38. W h a t restrictions on  th e  transferab ility  of stock a re  or 
should  b e  contem plated?
39. D o th e  partners recognize th a t  th ey  w ill lose som e flexibility 
an d  freedom  in  conducting  th e  business a fte r incorporation?
40. D oes th e  business need  cap ita l fo r grow th?
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41. I f  so, from  w hich  source is i t  expected  th a t  m ore cap ita l 
w ill b e  ob ta inab le  u n d e r th e  corporate  form :
a. Paid-in  cap ita l from  outside sources
b . A ccum ulation of earnings
c. B orrow ed cap ita l
42. A re th e  sta te  an d  local taxes w hich  a re  in itially  applicable 
upo n  incorporation  o r those w hich  a re  applicab le  annually  
to  corporate  incom e an d  cap ita l onerous enough to  discour­
age  incorporation? (L is t th e  states an d  localities in  w hich 
th e  partnersh ip  does business an d  generally  com pare th e  
m ore significant taxes im posed on th e  tw o form s of doing 
business. Igno re  taxes, such as rea l esta te  taxes, w hich  are  
n o t affected b y  th e  form  of th e  business en tity .)
43. Is anyone concerned abou t incorporation  having  an  adverse 
affect on  custom ers (c lien ts) , creditors, o r em ployees?
The Incorporation Transaction 
(S ee  C h ap te r 4 )
44. Is  i t  in ten d ed  to  incorporate  th e  business in  a  transaction  
w hich  w ill b e  w holly tax  free  to  each  partn er?  ( I f  so, th e  
answ er to  every one of th e  follow ing questions m ust b e  
yes.)
a. W ill only p ro p erty  (inc lud ing  m oney b u t  excluding 
claims fo r services ren d ered ) b e  transferred  to  th e  cor­
pora tion  in  exchange fo r its stock or securities?
b. W ill th e  transferors of th e  p ro p erty  (inc lud ing  m oney) 
“control” th e  corporation  im m ediately  a fte r th e  ex­
change?
c. W ill solely stock or securities b e  issued to  th e  transferors 
in  exchange fo r p roperty?
d. W ill th e  corporation  assum e only “business liabilities”?
e. W ill th e  am oun t of assum ed “business liabilities” b e  less 
th a n  th e  tax  basis of th e  properties transferred?
f. W ill th e  value of th e  corporation’s stock o r securities 
received  b y  each  p a rtn e r  b e  d isproportionate  to  th e  
value of th e  properties h e  transferred?
g. I f  th e  corporation  is going to  b e  organized in  a  foreign 
country, w ill th e  necessary IRS ru ling  b e  o b ta ined  first?
h. W ill th e  corporation  qualify  as a  “non-investm ent” cor­
poration?
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45. W hich  m ethod  w ill b e  u sed  in  th e  tax-free (o r  p a rtly  tax- 405 
free ) incorporation  of th e  partnersh ip?  (C heck; explain
why, if ( b )  o r ( c )  will b e  used .)
a. D irec t transfer of n e t partnersh ip  assets. 405.1
b. L iqu idation  of th e  partnersh ip  and  conveyance of the  405.2 
n e t partnersh ip  assets to  th e  corporation  b y  th e  partners.
c. T ransfer of partnersh ip  in terests. 405.3
46. H as th e  d a ta  re la ting  to  th e  tax  basis an d  hold ing  period  of 402.8, 
properties transferred  to  th e  corporation  b een  assem bled 403.3 
fo r its use?
47. H as th e  d a ta  re la ting  to  th e  tax  basis and  hold ing  period  403.3 
of stock o r securities received  from  th e  corporation  been  
assem bled fo r th e  p artners’ use?
48. I f  th e  incorporation  transaction  w ill b e  only p a rtly  tax  free, 403 
w h at will b e  th e  tax  advantage?
49. Is th e re  any  possibility  th a t a  partia lly  tax-free transaction 403.3 
m ay  adversely resu lt in  a  tax  on goodw ill (o r  som e o ther 
nondepreciab le  asset) transferred  b y  th e  partnersh ip?
50. W hy w ill th e  transaction  b e  only p a rtly  tax free? (C heck  
app ro p ria te  lin e .)
R eceip t of boo t b y  th e  partners 403.1
Excessive assum ption of liabilities b y  th e  corporation  403.2
A ssum ption of non-business liabilities b y  th e  corporation 403.2
51. I f  p a r t  or all of th e  business is be in g  sold to  th e  corporation  404.1 
in  a  w holly taxable  transaction, why?
I f  th e  IRS w ould  have any  grounds fo r asserting th a t th e  404.2 
taxable  sale should  b e  trea ted  as p a r t  of a  tax-free exchange 
or as a  cap ita l contribution, explain th e  grounds and  the 
defenses.
52. W h at is th e  ta rg e t da te  fo r th e  incorporation  transaction? 406
53. W hy  was such  d a te  selected? 406
54. In  w hich  s ta te  w ill th e  business b e  incorporated? 407
55. W h at s ta te  an d  local taxes (inc lud ing  sales taxes) will b e  404,408 
incu rred  on th e  transfer of th e  business to  th e  corporation?
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Starting Up the Corporation 
(See Chapter 5)
56. W h at taxable y ear has b een  selected  fo r th e  corpora tions 
first taxable  period  an d  why?
57. H ave app rop ria te  steps b een  tak en  to  tim ely  m anifest th e  
adoption  of such taxable  year?
58. W hich  overall m ethod  of accounting w ill b e  adop ted : cash, 
accrual, o r hybrid?
59. W h at m ethods of inventory ing  w ill b e  adop ted?
60. W hich  m ethod  of accounting fo r b a d  deb ts (reserve  or 
charge-off) w ill b e  adop ted?
61. W ill th e  corporation’s vacation  p ay  p lan  p e rm it th e  expense 
to  b e  accrued  as a  deduction?
62. I f  th e  corporation  is engaged  in  a  long-term  con trac t type  
of business, w hich  m ethod  of accounting  w ill b e  adop ted  
w ith  respect to  such contracts?
63. I f  th e  corporation  deals in  personal p roperty , w ill i t  adop t 
th e  insta llm ent m ethod?
64. I f  th e  partnersh ip  has b een  using  an  accelerated  m ethod  of 
depreciation , w ill th e  corporation  app ly  fo r consent to  con­
tinue  using  such m ethod?
65. W ill th e  corporation  e lect to  am ortize its organization ex­
penses?
66. H as th e  corporation  a rran g ed  to  in cu r all its organization 
expenses b y  th e  end  of its first taxable  year?
67. W ill rea l p ro p erty  taxes b e  accounted  fo r u n d er th e  p ro  ra ta  
m ethod  or th e  lum p sum  m ethod?
68. W hich  m ethod  of accounting for research  an d  developm ent 
expenses w ill b e  adopted?
69. A re th e re  any  tradem ark  an d  trad e  nam e expenses fo r 
w hich  an  election to  am ortize should  b e  m ade?
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70. W hich  m ethod  of com puting th e  foreign tax  c red it lim itation  504.11 
w ill b e  used?
71. I f  th e  corporation  is on th e  cash m ethod , w ill i t  e lect to  
accrue foreign tax  credits?
72. A re th e re  any  o th er special accounting m ethods w hich  have  
b een  (o r  should  have b een ) u sed  b y  th e  partnersh ip  and  
should  b e  ad o p ted  b y  th e  corporation? I f  so, list.
73. W ill th e  paid-in  an d  long-term  borrow ed  cap ita l b e  ade­
q u a te  fo r business needs?
74. H as too  m uch  or too  little  of th e  stockholders’ investm ents 
b een  classified as loans?
75. W ill a  nonvoting com m on stock b e  issued?
76. W ill i t  b e  necessary or advisable to  issue a  nonpartic ipating  
class of stock?
77. Should convertib le deben tu res b e  u sed  to  a ttrac t capital?
78. W ill any  of th e  stock qualify  as Sec. 1244 (o rd in ary  loss) 
stock?
79. H as th e  cap ita l s truc tu re  b een  designed to  facilita te  th e  exit 
an d  en trance  of em ployee-stockholders?
80. W ill i t  b e  necessary to  issue only  one class of stock because 
th e  corporation  m ay  w an t to  qualify  fo r a  Subchap ter S 
election?
81. H as a  reasonable  salary stru c tu re  b een  se t up?
82. I f  th e  corporate  salary  stru c tu re  differs substantially  from  
th e  p a rtnersh ip ’s, a re  th e  p artn ers  aw are  th a t  i t  w ill resu lt 
in  a  red istribu tion  of business profits?
83. H as th e  m anagem ent stru c tu re  b een  organized? (L is t th e  
nam es of th e  b o a rd  chairm an, p resid en t an d  o ther princ ipal 
officers.)
84. H as th e  req u ired  inform ation w ith  resp ec t to  th e  incorpora­
tion  transaction  b een  com piled  fo r inclusion in  th e  corpora­
tion’s tax  re tu rn ?
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85. H ave arrangem ents b een  m ad e  to  com ply w ith  such  for­
m alities as ho ld ing  stockholders’ an d  directors’ m eetings, 
keep ing  stock reco rd  books, an d  so forth?
86. H as th e  corporation  app lied  fo r an d  ob ta ined  its ow n tax­
payer’s identification num ber?
87. W ill th e  corporation  succeed to  th e  s ta te  unem ploym ent tax  
m erit ra tings of th e  partnersh ip?
88. W ill th e  w ages p a id  b y  th e  partnersh ip  b e  in c luded  w ith  
th e  w ages p a id  b y  th e  acqu iring  corporation, fo r com puting 
th e  ceilings on  federa l and  s ta te  payro ll taxes?
89. H ave deeds and  o ther docum ents re la ting  to  th e  transfer 
p roperties b een  executed an d  reco rded  w here necessary?
90. H ave consents of th ird  parties to  assignm ents of contracts, 
leases, and  so forth , b een  obtained?
Winding Up the Unincorporated Entity 
(S ee  C h ap te r 6 )
91. D oes th e  partnersh ip  ow n rights to significant am ounts of 
incom e w hich  hav e  b een  p a rtly  earn ed  b y  i t  b u t  w hich 
w ill no t b e  rep o rtab le  as taxable  incom e as of th e  incorpora­
tion  date?  I f  so, sta te  th e  n a tu re  of th e  “incom e a ttribu te ,” 
th e  estim ated  am ounts w hich  w ill b e  earned  as of th e  in ­
corporation  d a te  an d  w hich  w ill u ltim ately  b e  realized, 
u n d e r each  of th e  follow ing m ethods of accounting:
a. C ash  m ethod
b. A ccrual m ethod
c. Insta llm en t m ethod
d. C om pleted  con trac t m ethod
(Also, ind ica te  w hich “incom e a ttribu tes” w ill b e  assigned 
“tax  free” to  th e  corporation  an d  w hich  w ill b e  re ta in ed  b y  
th e  p a r tn e r s h ip .)
92. H av e  th e re  been  any  significant deductions fo r item s such as 
b a d  debts and  taxes w hich  w ere  claim ed in  p rio r years 
w ithou t tax benefit, an d  w hich  m ay b e  recovered  som etim e 
in the future?
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93. A re th e re  any  significant deductions a ttrib u tab le  to  th e  
partnersh ip  activities w hich  will no t becom e deductib le  
u n d er th e  applicab le  accounting  m ethod  un til a fte r th e  in ­
corporation  date?
a. S tate  th e  n a tu re  and  th e  am ount of such deductions, and  
th e  accounting m ethod  involved.
b. H ow  w ill such  p o ten tia l deductions b e  h an d led  to  avoid 
losing th e  po ten tia l tax  benefits?
94. D o th e  partners have  unused  opera ting  loss o r cap ita l loss 
carryovers? ( I f  so, give th e  am ounts an d  th e  years in  w hich 
such  losses orig inated , and  sta te  how  th ey  should  affect the  
decision to  incorporate .)
95. Is th e re  a  reasonable  possibility  th a t a  substan tia l n e t oper­
a ting  loss w ill b e  incu rred  b y  th e  business w ith in  th ree  years 
a fte r th e  contem plated  incorporation? ( I f  so, s ta te  w hether 
such possibility  should  adversely influence a  decision to 
in co rpo ra te .)
96. W ill th e  incorporation  transaction  resu lt in  a  recap tu re  of 
investm ent credit?
97. W ill th e re  b e  any recap tu re  of depreciation  resu lting  from  
th e  incorporation  transaction? ( I f  yes, explain.)
98. I f  th e  partnersh ip  is on  th e  reserve m ethod  of accounting 
for b a d  debts, w h a t steps a re  be ing  taken  to  avoid or m ini­
m ize th e  prob lem  w ith  respect to  recap tu re  of such re ­
serves?
99. I f  th e  partn ersh ip  is on th e  fiscal year basis and  th e  partners 
on  a  calendar year basis (o r  vice v e rsa ), how  w ill th e  po ­
ten tia l bunching-of-incom e prob lem  b e  handled?
100. H as th e  inform ation req u ired  b y  Reg. Sec. 1.351-3(a )  been  
assem bled fo r inclusion w ith  th e  partnersh ip ’s a n d /o r  p a r t­
ners’ re tu rns?
101. A re th e re  any  provisions in  th e  partnersh ip  agreem ent, p a r­
ticu larly  those referring  to  th e  w ithdraw al of p artners and  
th e  liqu idation  of th e  partnersh ip , w hich  m ay requ ire  
am endm ents?
102. H av e  satisfactory arrangem ents b een  m ad e  fo r th e  w ith ­
d raw al of p artn ers  w ho w ill n o t becom e stockholders?
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103. H as each  p a rtn e r  been  advised as to  th e  am ount h e  needs 
to  p ay  for th e  stock or securities w hich  a re  allocable to  
him ? (L is t each  p a rtn e r w ho m ay find it  difficult to  pay  
fo r his stock or securities, and  sta te  w h a t is be ing  done to  
solve his p rob lem .)
104. W ill th e  partnersh ip  re ta in  sufficient cash for d istribu tion  
to  th e  p artners to p ay  th e ir  incom e taxes?
105. H ave any  reserves for contingent liabilities b een  se t up? 
( D escribe an d  list th e  am ounts of such  reserves; s ta te  how  
it  w ill b e  determ ined  w hen  they  should  b e  d is trib u ted .)
106. H ave consents b een  ob ta ined  from  all lenders, lessors, and  
o th e r th ird  parties to  th e  assignm ent of th e  agreem ents 
o r contracts w hich  they  hav e  m ad e  w ith  th e  partnersh ip?
107. H av e  arrangem ents been  m ade  to  advise those w ho have 
done business w ith  th e  partnersh ip , as w ell as th e  public, 
th a t no p a rtn e r is au thorized  to  ac t on beha lf of th e  p a r t­
nersh ip  afte r th e  incorporation  date?
108. H ave arrangem ents b een  m ade fo r a tten d in g  to  th e  liqu ida­
tion  of th e  partnersh ip , including:
a. F iling  tax  re tu rns an d  pay ing  taxes.
b. D ischarging o ther partnersh ip  liabilities as th ey  m ature.
c. C ollecting such  incom e an d  receivables to  w hich  th e  
p a rtnersh ip  has re ta in ed  ow nership.
d. D istribu ting  contingency reserves as th ey  becom e u n ­
necessary.
e. D istribu ting  in  d u e  tim e all assets, includ ing  stock or 
securities of th e  corporation, in  com plete liquidation.
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Exhibit B
ILLUSTRATION OF INCORPORATION STUDY AND REPORT
Usually, th e  first s tep  a  partnersh ip  (o r  a  sole p rop rie to rsh ip ) takes to ­
w ard  incorporation  is to  seek in d ep en d en t professional advice on w hether 
o r no t th e  business should  b e  incorporated . T h e  incorporation  s tudy  illus­
tra te d  h ere  is designed  prim arily  to  suggest how  th e  professional advisor 
should  conduct th e  study  an d  w rite  his report.
Explanation. T h e  advisor should  beg in  his s tudy  b y  com pleting a  check­
list o r questionnaire sim ilar to  th a t show n in  E xh ib it A. T h en  all th e  
req u ired  inform ation, includ ing  th e  d a ta  called  fo r o r suggested  b y  th e  
questions, should b e  assem bled and  evaluated. A fter ob tain ing  th e  client’s 
decisions as to  ten ta tive  salary an d  cap ita l structure, th e  advisor should 
w eigh th e  pros an d  cons of incorporating , reach  a conclusion, and  p re ­
p a re  and  subm it a  form al report. T h e  rep o rt (illu stra ted  in  Exhibits B-3 
th rough  B-10) should  usually  inc lude  th e  following:
1. A com m entary (see  B-2) w hich  should  include:
a. T h e  advisor’s opinion (ev en  “I  don’t  know ” ) as to  w hether o r no t 
th e  business should  b e  incorporated . T h a t is w h a t h e  w as h ired  
for.
b . T he  p rincipal reasons fo r his opinion. T h e  rep o rt should  also re ­
view  th e  o ther factors (con trad ic ting  as w ell as supporting  the  
adv iso rs opinion) w hich  have b een  evaluated  d u ring  th e  study. 
T h e  partners or th e  sole p roprietor, w ho m ust m ake th e  final 
decision, m ay  individually  w eigh  such o ther factors differently 
th a n  th e  advisor fo r personal reasons. In  any  event, th e  rep o rt 
should  m anifest th e  thoroughness of th e  study; thus, th e  client 
w ill realize th a t no significant fac to r has b een  overlooked.
c. A sta tem ent of the  facts and  assum ptions re lied  on in  th e  course 
of th e  study.
2. Exhibits (see  B-3) show ing a ten ta tive  salary an d  cap ita l structure.
Such structures are  basic to  th e  study; though  th ey  n eed  n o t be 
precise  or final, th ey  should  b e  realistic. O therw ise, th e  o ther exhibits 
an d  th e  incorporation  decision m ay b e  founded  on false prem ises and  
prom ises.
3. Exhibits (see  B-4 an d  B-5) show ing how  incorporation  w ill affect 
th e  d istribu tion  of pre-tax incom e am ong th e  partners. Invariably , 
a  revised salary and  cap ita l s truc tu re  w ill m ean  a  red istribu tion  of 
th e  profits of th e  business am ong its owners.
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4. Exhibits (see  B-6 th rough  B-9) com paring th e  federal incom e tax 
results fo r each  p a rtn e r  (o r  fo r a  cross section of a  m ulti-m em ber 
firm ). C onsidering only today’s tax  rates, i t  can  b e  safely generalized 
th a t  a top tax b racket p a rtn e r  w ill gain  som e tax  benefit from  in ­
corporation  an d  th a t a  low  tax  b rack e t p a rtn e r  w ill suffer some 
detrim ent; an d  th a t ne ither th e  benefit no r th e  detrim en t w ill b e  suf­
ficient to  b e  decisive on  th e  incorporation  question. D espite  the  
safety  of these generalizations, i t  is usually  advisable to  illustrate 
them  in  th e  incorporation  report.
5. Exhibits (see  B-10) com paring th e  am ounts of cap ita l accum ulable
o u t of earnings u n d er th e  corporate an d  p artn ersh ip  form  fo r fair, 
good an d  excellent incom e years. (O bviously, little  or no cap ita l is 
accum ulable ou t of little  or no incom e.) This exhibit m ay b e  de­
cisively favorab le on th e  incorporation  question  fo r a  g row th  busi­
ness.  
6. Exhibits illustra ting  th e  benefits realizab le  u n d er a  qualified deferred  
com pensation p lan  as an  em ployee-stockholder. Such an  exhibit is no t 
inc luded  in  this incorporation  study  fo r th e  reason  cited  in  the  
com m entary, b u t see Exhibits C  an d  C -1.
Finally, i t  is stressed th a t an  incorporation  study  should  b e  custom - 
m ade, and  therefo re  each study  should b e  suited  to  th e  specific un in ­
corporated  entity . F o r exam ple, th e  tax  com putations for a  tw o-m an p a rtn e r­
ship m ay  b e  based  on m ore facts and  less assum ptions th an  th e  com puta­
tions fo r a  50-m an partnersh ip .
General Background for Illustrated Study. T h e  general background 
fo r th e  incorporation  study  illustra ted  for Pandco  an d  its partners follows.
M r. A, th e  senior p a rtn e r of Pandco, requested  th e  advice of th e  firm’s 
accountants, G aro & Klanian, concerning th e  decision w hether or no t th e  
business should  b e  incorporated . Pandco is engaged  in  th e  invention and  
m anufacturing  of consum er packaging devices. Pandco has prospered  since 
it  was form ed b y  M r. A, M r. B, and  M r. C 20 years ago. Since then , they  
have taken  in  tw o  general partners, w ho h a d  b een  key em ployees. T he  
general partners are  no t w ealthy.
Several years ago Pandco decided  to do some m anufacturing  of p rod ­
ucts for w hich  it  h e ld  paten ts. To raise th e  cap ita l needed  for p lan t facili­
ties, Pandco  took in  th ree  lim ited  partners, agreeing  to  pay  them  6 p er 
cen t on th e ir  cap ita l investm ents plus 10 p e r  cen t of d istribu tab le  profits. 
In  1967, th e  lim ited  p artners received  a  re tu rn  of over 50 p e r cen t on  the ir 
investm ents.
P andco’s m anufactu ring  operations have  proven  extrem ely successful, 
an d  it  p lans to  expand  its p lan t facilities in  o rder to  b e  ab le  to  fu rth e r ex­
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plo it its ow n paten ts, includ ing  a recently  acqu ired  one for a  “topless” beer 
can. T o  do  so, P andco  needs substan tially  m ore capital.
T hese an d  o ther p e rtin en t facts have been  gathered  as a  resu lt of con­
ferences w ith  Pandco’s partners, com pleting th e  incorporation  questionnaire 
(E x h ib it A ) , review ing th e  partnersh ip  agreem ent, analyzing P a n d c o 's 
financial s ta tem ent an d  tax  re tu rns fo r th e  las t five years, an d  so forth. 
T he p artners w ere  re lu c tan t to  disclose th e ir  personal tax  data . O ther, m ore 
specific, facts an d  figures a re  read ily  in ferab le  from  th e  various exhibits, 
particu larly  E xhib it B-3.
T h e  substance an d  appearance  of an  incorporation  rep o rt a re  illus­
tra ted  in  Exhibits B-1 to  B-10. (O f course, in  an  ac tual report, th e  T ab le  
of C ontents an d  th e  C om m entary  w ould  no t b e  m arked  as exhibits, and  
th e  o th er exhibits, B-3 to  B-10, w ould  b e  identified  differently, e.g., as E x­
hibits A to  H .)
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Exhibit B-1
PANDCO
Report on Incorporation Study
Table of Contents
Exhibit
B-2
B-3
B-4
B-5
B-6
B-7
B-8
B-9
B-10
Title
Commentary
Tentative Capital and Salary Structures
For Existing Partnership and Proposed Corporation
Computation of Distributable Income
For One, Two, and Three Million Dollar Years
Shifts in Pre-Tax Income of Each Partner
Resulting from Proposed Corporate Structure 
For One, Two, and Three Million Dollar Years
Computation of After-Tax Result for Each Partner Under 
Present Partnership and Proposed Corporate Structures 
Based on One Million Dollar Year
Computation of After-Tax Result for Each Partner Under 
Present Partnership and Proposed Corporate Structures 
Based on Two Million Dollar Year
Computation of After-Tax Result for Each Partner Under 
Present Partnership and Proposed Corporate Structures 
Based on Three Million Dollar Year
Composite of After-Tax Results for Each Partner Under 
Present Partnership and Proposed Corporate Structures 
For One, Two, and Three Million Dollar Years
Comparisons of Capital Accumulable Under Partnership and 
Corporate Forms For Three-Year Cycle Consisting of One, 
Two, and Three Million Dollar Years
Note: For simplicity, round figures (usually in terms of hundreds of dollars) have been used 
in all exhibits.
235
Exhibit B-2
G aro & K lanian 
Certified Public A ccountants 
O ne W aybroad  
N ew  York, N.Y. 00001
M r. A, M anaging  P artner, 
Pandco 
10 M ain L ane 
Usa, N ew  York
A ugust 29, 1968
D ear M r. A:
W e subm it ou r opinion an d  com m ents, toge ther w ith  supporting  E x­
hibits B-3 th rough  B-10, on th e  question  of w hether or no t the  partnersh ip 's 
business should  b e  incorporated . This rep o rt is based  on facts (inc lud ing  
th e  partnersh ip  agreem ent) ex tan t on June  30, 1968, except th a t some 
assum ptions w ere substitu ted  in  order to  sim plify an d  expedite this report. 
Such assum ptions are  no ted  in  th e  app rop ria te  exhibits. W e particu larly  
stress th a t th e  salary and  cap ita l structures are ten ta tive  and  a re  subject 
to  m odification.
Conclusions and  Reasons. I t  is ou r opinion th a t th e  business should 
be incorporated , for tw o reasons:
1. A dditional capital, w hich  is need ed  to  finance plans for expansion 
and  grow th, is m ore rap id ly  accum ulable ou t of earnings an d  m ore 
read ily  ob tainab le  from  outside sources u n d e r th e  corporate form. 
R egard ing  accum ulation of earnings, E xhib it B-10 shows th a t ou t 
of th e sam e $6,000,000 of pre-tax  profits for a  th ree-year period , the  
corporation  could re ta in  $859,400 m ore th an  a  partnersh ip . C or­
p o ra te  incom e is taxed, in  general, a t  a flat 48 p e r cen t ra te , w hereas 
a  substan tia l portion  of partnersh ip  incom e is taxed ( to  th e  p a rt­
ners) a t h igher rates rang ing  u p  to  70 p er cent. Thus, as m uch as 
22 p e r  cen t of profits can b e  p low ed  back  in to  th e  business, solely 
as a  resu lt of incorporation.
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G enerally, a  corporation  is b e tte r  ab le  to  a ttrac t m ore new  
cap ita l than  a partnersh ip . (Y our ow n experience bears ou t th e  
problem s a partnersh ip  encounters in  raising cap ita l.) F o r one 
th ing, the  passive investor is usually seeking low er-taxed capital gains 
ra th e r  th an  o rd inary  incom e, and  th e  objective is m ore a p t to  b e  
realized  by  investm ents in  grow th  corporate  stock th an  in  grow th  
partnersh ip  in terests. Also, w hether or n o t justified, th e  ord inary  
passive investor is accustom ed to  being  a  stockholder or b o n d ­
ho lder and  therefo re  does n o t hesita te  to  invest in  a  “good” 
corporation; b u t is no t accustom ed to  be in g  a  p a rtn e r  and  therefo re  
m ay be  re lu c tan t to  ge t “involved” in  a  “good” p a rtnersh ip  even as 
a  lim ited  partner.
2. Incorporation  w ill p ro tec t th e  personal assets (inc lud ing  hom es) 
of the  p resen t partners from  th e  claim s of business creditors. This 
lim ited  liability  fac to r has been  stressed b y  your attorney, L . A. 
W yer, as alm ost enough b y  itself to  justify th e  incorporation  of 
any  m anufactu rer of p roducts used  b y  consum ers. H e  w ill rep o rt 
separately  to  you  on this an d  o ther legal factors re la ting  to  in ­
corporation.
T h e  balance  of this rep o rt w ill rev iew  som e of th e  o ther factors w hich 
w e  considered in  reach ing  our opinion.
A fter-Tax Results to  Partners
A ccording to E xhib it B-9, th e  general partners w ill realize some b en e­
fit from  incorporation, b u t no th ing  significant considering th e  am ounts in ­
volved. Incorporation  could produce a substan tia l increase in  after-tax in ­
com e of th e  general partners if they  d id  no t dispose of th e ir stock during  
the ir lifetim e. T hen  they  ( th a t  is, the ir esta tes) w ould  avoid th e  25 p er 
cen t cap ita l gain tax ( li n e  8, of Exhibits B-6, 7, and  8) taken  into account 
in  the  com putations. O n th e  o ther hand , w e do no t th ink  avoidance of the  
cap ita l gain tax should  be  counted  on; fo r one th ing, there  has recently  
been  considerable discussion of changing th e  law  so th a t such tax  w ould 
b e  im posed a t th e  stockholder’s dea th  or w hen  his esta te  sells th e  stock. 
E xhib it B-9 also shows th a t all th e  lim ited  partners will realize less after­
tax  incom e u n d e r th e  proposed  corporate  structure . All things considered 
w e do n o t believe th a t th e  federa l tax  consequences to  th e  p artners can  be 
considered significant enough to  encourage or d iscourage incorporation.
In  connection w ith  th e  after-tax  results, th e  follow ing notes in  Exhibits 
B-6 an d  9 a re  em phasized:
a. T h e  after-tax results also reflect th e  shifts in  pre-tax  incom e, w hich  
a re  de ta iled  in  E xh ib it B-5.
b . T h e  ind iv idual tax  liabilities a re  com puted  a t  jo in t re tu rn  ra tes 
a n d  on  th e  prem ise th a t th e  p a rtn e r 's personal incom e an d  deduc­
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tions offset each  other. W e shall b e  p leased  to  prov ide a  revised 
com putation  fo r those  p artn ers  w ho  do  n o t file jo in t re tu rns o r 
w hose personal n e t incom e o r n e t deductions a re  substantial.
D oub le  T axation  of C orpora te  Incom e
U nder th e  corporate  form , incom e already  subject to  co rporate  incom e 
tax w ill be  taxed  a t o rd inary  rates if  d is tribu ted  as ord inary  dividends. 
T herefore, if  your partners insist on  w ithdraw ing  profits from  th e  business as 
fa s t as earn ed  fo r personal use, w e w ould  advise against incorporation. 
(T h e re  is a  S ubchap ter S ru le  w hich  perm its certa in  corporations to  avoid 
doub le  tax  on d is tribu ted  earnings; b u t  to  qualify  fo r such trea tm ent, 
am ong o ther things, th e  p roposed  corporation  could n o t issue a  nonvoting 
stock or increase th e  num ber of its  shareholders beyond  te n .)
In  any  event, i t  is no t in ten d ed  fo r th e  p roposed  corporation  to  pay  
any dividends u n til all its cap ita l needs are  funded , w hich  w ill n o t occur 
for an  estim ated  15 years, if  then . C onsequently , doub le  taxation is no t an  
im m ediate objection to  incorporation.
Incidentally , i t  is possible th a t th e  In te rn a l R evenue Service w ill ques­
tion  a  fa ilu re  to  p ay  dividends w ith  th e  v iew  of asserting  an  “accum ulated  
earnings tax” on th e  re ta ined  earnings. H ow ever, so long  as th e  business 
needs cap ita l as clearly  as i t  p resen tly  does, th e  corporation  should  no t be  
vu lnerab le  to  th e  tax.
R easonable C om pensation an d  Stockholders’ Loans
O nly “reasonable com pensation” is d eductib le  b y  a  corporation. T he  
In te rn a l R evenue Service w ill scrutin ize com pensation p a id  to  a  share­
ho lder of a  close corporation, an d  if  th e re  is evidence th a t th e  com pensa­
tion  is unreasonable  th e  excessive portion  w ill b e  trea ted  as d iv idend  pay­
m ents ra th e r  th an  deductib le  expense. In  ou r opinion, th e  ten ta tive  salaries 
show n in  E xh ib it B-3 are  n o t excessive. B u t reasonable  com pensation is a 
question  on w hich  a  taxpayer, th e  In te rn a l R evenue Service, and  th e  courts 
(as w ell as em ployers v. em ployees) m ay  reach  d ifferent conclusions on 
th e  sam e facts.
L oans b y  stockholders m ay  b e  tre a te d  as cap ita l contributions. This 
usually  occurs w here  th e  cap ita l s truc tu re  is top-heavy w ith  stockholders’ 
loans. I f  th e  loans a re  trea ted  as cap ita l contributions, th e  in te rest p ay ­
m ents an d  even th e  loan  repaym ents m ay b e  tre a te d  as d iv idends—i.e., 
no t deduc tib le  b y  th e  corporation  an d  taxable  to  th e  shareholders. I t  is 
our opinion th a t a  cap ita l s truc tu re  a long th e  lines of th e  ten ta tiv e  one 
show n in  E xh ib it B-3 is reasonable, an d  therefo re  th e  stockholders’ Ioans 
should b e  trea ted  as such  fo r tax  purposes.
U nder th e  partnersh ip  form , th e  reasonable  salary  an d  th e  loan-capital 
questions do n o t norm ally arise. W hile  th e  reasonable  salary  an d  deb t- 
equ ity  questions can  b e  a  source of irrita tion  an d  perhaps add itional tax  
liability, th ey  should  n o t d iscourage incorporation.
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A veraging Personal Incom e
O n th e  sam e am ount of incom e fo r a  given period  of years, individuals 
w ith  fluctuating  incom e w ill p ay  m ore tax  th a n  those  w ith  stabilized in ­
come, because of g rad u a ted  tax  rates. U nder th e  corporate  form , each  gen­
eral p a rtn e r  (a s  an  officer) w ill b e  p a id  a  relatively  fixed salary each  year. 
Thus, his taxable incom e is averaged, even though  th e  incom e of th e  busi­
ness fluctuates. U nder th e  partnersh ip  form , a  p a rtn e r’s taxable  incom e m ay 
fluctuate, w ith  adverse tax  consequences. Incom e-averaging relief is p ro ­
v ided  fo r b y  th e  tax  law , b u t  only in  a  lim ited  am ount u n d er restric ted  
circum stances.
Incidentally , a  less tang ib le  d isadvan tage of fluctuations in  business 
profits is th a t extraordinary  incom e fo r one year m ay  tem p t a  p a rtn e r  to 
acqu ire  ex travagant living habits w hich  w ill p rove onerous in  a  subnorm al 
year. Such hab its are  n o t as likely to  b e  acqu ired  b y  persons w ith  stabilized 
incom e.
D eferred  C om pensation P lans
T h e  partnersh ip  does n o t have a  qualified deferred  com pensation 
plan , b u t  has considered adop ting  one. T h e  w orking partners could  benefit 
m uch  m ore if they  p artic ip a te  in  a qualified p lan  adop ted  b y  a  corporation  
th an  one adop ted  b y  th e  partnersh ip . T h e  additional benefits a re  explained 
and  illu stra ted  in  our le tte r of A ugust 1, 1968 and  are  no t rep ea ted  here.
T h e  adoption  of such a  p lan  w ould  increase payro ll expenses since 
contributions w ould  have  to  b e  m ade on b eha lf of a  significant num ber of 
all em ployees; therefore, w e do  n o t recom m end incorporation  just so th a t 
th e  general p artners can  capitalize on th e  benefits available u n d er a  cor­
p o ra te  p lan . O n th e  o ther hand , if a  qualified p lan  is to  b e  adop ted  anyw ay 
(fo r exam ple, to  he lp  re ta in  valuab le  em ployees), th e  extra benefits w hich 
w ould  becom e available to  th e  general p artners w ould  th en  constitu te an 
additional significant reason for incorporation.
F rin g e  Benefits
T h ere  a re  a  num ber of fringe benefits w hich  are  available tax  free 
to  em ployees; th a t is, th e  em ployer can  d ed u c t th e  cost of such  benefits 
w ithou t having  th e ir  value taxed  as incom e to  th e  em ployees. F ringe  bene­
fits include group m edical an d  life  insurance coverage, sick p ay  an d  dea th  
benefit exclusions, an d  m oving expense reim bursem ents. T he partnersh ip  
provides several such benefits fo r its em ployees.
T h e  In te rn a l R evenue Service has refused  to  allow  th e  p artners to  
p artic ip a te  tax  free  in  such benefits, in  effect insisting th a t th e  costs of 
such benefits constitu te  incom e to  them . U nder th e  corporate  form , th e  
general partners (as officers) w ill b e  clearly  en titled  to  a t  least th e  sam e 
fringe benefits as th e  o ther em ployees receive. T he  values of fringe benefits 
a re  too sm all to  justify a decision to  incorporate, b u t  th ey  w ould  m ake 
corporate life sw eeter for th e  w orking ow ners of a business.
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R eduction in  T ake-H om e Incom e
Incorporation  m eans less take-hom e (cu rren t, after-tax) incom e for 
each partner. Some partners, especially those w ith  little  personal incom e 
or cap ita l w ill find th e  decrease unbearab le . F o r exam ple, in  a  $1,000,000 
year, th e  take-hom e incom e of a  p a rtn e r  w ill decline 50 p e r cen t to  70 
p e r  cen t trader th e  p roposed  corporate  structure. (C om pare  lines 3 an d  6 
in  E xhibits B-6, 7, an d  8.) H ow ever, i t  should  b e  recognized th a t  to  th e  
ex ten t th a t  th e  p artners a re  req u ired  to  re invest after-tax  incom e in  the  
business to  m eet its cap ita l requirem ents, there  is really  less take-hom e 
incom e available to th e  partners. T he  decline in  take-hom e incom e m ay 
becom e a  source of strong objections to  incorporation. A reasonable in ­
crease in  salaries m ay help  th e  general b u t  no t th e  lim ited  partners; p a r­
tia l incorporation  discussed below  m ay  b e  th e  solution.
W ithd raw al of C ap ita l
U nder th e  partnersh ip  form , a  p a rtn e r  can  w ith d raw  cap ita l tax  free  
w ith  ra re  exception. U nder th e  corporate  form , w ithdraw als of capital 
w ill usually  b e  taxed  as div idends, even though  th e  w ithd raw n  am ount 
represen ts excessive capital. Thus, a  stockholder m ay  b e  com pelled to  bo r­
row  m oney (o r  tak e  a  taxable d iv idend) to  m eet em ergency needs even 
th o u g h  h e  has an  excessive cap ita l investm ent in  a  corporation. A t present, 
how ever, th e  difficulty of w ithdraw ing  cap ita l from  th e  business consti­
tu tes a  reason  for (n o t against) th e  incorporation  of th e  partnersh ip .
P artia l Incorporation
Some of th e  objections to  incorporation , such as th e  reduc tion  in  take- 
hom e incom e, m ay b e  solved b y  pa rtia l incorporation. F o r exam ple, the  
partnersh ip  could b e  k ep t alive and  re ta in  one or tw o of its m ore lucrative 
paten ts  (such  as th e  one fo r “topless” b ee r cans). This w ill assure th e  
p artners of reasonable  royalty  incom e, in  addition  to  th e ir  salaries from  
th e  corporation. All th e  o ther assets (includ ing  p la n t an d  equ ipm en t) 
could  b e  transferred  tax  free  to  th e  corporation. Incidentally , th e  paten ts 
can  b e  transferred  to  th e  corporation  a t a  la te r date; th e  transfer m ay b e  
tax  free  o r taxable, depend ing  on  th e  facts and  tax  situation  a t th e  tim e. 
O n th e  o ther hand , i t  w ould  b e  difficult to  w ithd raw  such p aten ts  w ithou t 
adverse tax  consequences, once th ey  have been  transferred  to  th e  cor­
poration.
M anagem ent S tructure
W e believe th a t  incorporation  w ill lead  to  th e  im provem ent of your 
m anagem ent struc tu re  in  tw o respects. F irst, th e re  tends to  b e  m ore p re ­
cise delineation  of duties an d  responsibilities am ong to p  m anagem ent p e r­
sonnel u n d e r th e  corporate  form  th a n  u n d e r th e  p a rtn e rsh ip  form . Second,
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th e  quality  of your m idd le  m anagem ent group m ay  im prove, since cor­
porations can  a ttrac t an d  re ta in  junior executives b y  satisfying th e ir  p ride  
w ith  corporate  titles. F requen tly , u n d e r th e  partnersh ip  form , no th ing  less 
th an  partnersh ip  sta tus w ill satisfy th e  p rid e  of key personnel; obviously, 
all of your key personnel cannot b e  m ad e  partners.
S tate and  Local Taxes
W e have  no t com puted  th e  s ta te  an d  local tax  consequences of in ­
corporating, for p rac tica l reasons. T h e  sta te  an d  local tax  liabilities u n d er 
th e  tw o form s of doing business w ill d ep en d  on such variants as w here 
th e  p artners reside, to  w here  th e  profits a re  a ttribu tab le , th e  n a tu re  of 
th e  taxes im posed b y  a sta te  or locality, and  so forth . W e believe th a t th e  
com putations w ould  show  th a t th e  sta te  an d  local tax  liabilities w ill in ­
crease if  th e  business is incorporated , b u t  n o t substantially  enough (esp e­
cially, considering th e  fac t th a t such taxes a re  deductib le  for federa l in ­
com e tax  pu rposes) to  adversely affect a  decision to  incorporate.
M odifying th e  P artnersh ip  A greem ent
I f  i t  is decided  no t to  incorporate, th e  partn ersh ip  should  consider 
adop ting  th e  advantageous characteristics an d  features of th e  corporate 
form. F o r exam ple, partners m ay b e  req u ired  to  re invest a  defined portion  
of “abnorm al profits” in  th e  business (see  E xh ib it B -10). Also, th e  m an­
agem ent struc tu re  could  b e  revised to  delegate  specific au thority  on 
m ore m atters to  ind iv idual partners, in stead  of using  th e  com m ittee ap­
p roach  on  so m any m atters.
W e shall b e  p leased  to discuss this rep o rt w ith  you a t your convenience.
Yours truly, 
G aro & K lanian
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Exhibit B-4
PANDCO
Computation of Distributable Income 
For One, Two, and Three Million Dollar Years
Increase
Partnership Corporation (Decrease)*
1. Net income, before salary and 
interest payments to partners. $1,000,000 1,000,000 —
Fixed payments to partners
2. Salaries of working partners or 
stockholders $ 100,000 250,000 150,000
3. Interest on partners' capital,
6% of $1,000,000 60,000 — ( 60,000)
4. Interest on debentures, 6% of 
$500,000 30,000 30,000
5. Total fixed income of partners or 
stockholders $ 160,000 280,000 120,000
Distributable income for
6. $ 1,000,000 year $ 840,000 720,000 (120,000)
7. 2,000,000 year $1,840,000 1,720,000 (120,000)
8. 3,000,000 year $2,840,000 2,720,000 (120,000)
*  An increase or decrease in fixed payments to one partner inversely affects 
the amounts of distributable income to all partners. The proposed increase in 
salary payments to the working owners will yield a net benefit to them, since 
they will receive 100 per cent of the increase and will only lose a percentage 
of the corresponding decrease in distributable profits. For example, if  a 5 per 
cent partner (or stockholder) receives a $10,000 increase in salary, his net pre­
tax benefit is $9,500. The shifts in pre-tax income, which result solely from the 
revision in salary and capital structures, are shown individually in Exhibit B-5.
243
E
xh
ib
it 
B
-5
P
AN
D
C
O
Sh
ift
s 
in
 P
re
-T
ax
 In
co
m
e 
of
 E
ac
h 
Pa
rtn
er
 R
es
ul
tin
g 
fro
m
 P
ro
po
se
d 
C
or
po
ra
te
 S
tru
ct
ur
e 
fo
r 
O
ne
, 
Tw
o,
 a
nd
 T
hr
ee
 M
illi
on
 D
ol
la
r 
Ye
ar
s
To
ta
l 
A
. 
B.
 
C
. 
D.
 
E.
 
F.
 
G
. 
H
.
(1
00
%
) 
(3
0%
) 
(2
5%
) 
(2
0%
) 
(1
0%
) 
(5
%
, 
(5
%
, 
(3
%
) 
(2
%
)
PA
R
TN
ER
SH
IP
 F
O
R
M
1. 
Sa
la
ry
 (
Ex
hi
bi
t 
B-
3)
 
$ 
10
0,
00
0 
25
,0
00
 
20
,0
00
 
20
,0
00
 
20
,0
00
 
15
,0
00
2.
 
In
te
re
st
 
(6
%
 o
n 
ca
pi
ta
l 
sh
ow
n 
in
 E
xh
ib
it 
B-
3,
 
60
,0
00
 
7,
80
0 
7,
20
0 
5,
40
0 
3,
00
0 
60
0 
18
,0
00
 
10
,8
00
 
7,
20
0
3.
 
To
ta
l 
fix
ed
 i
nc
om
e 
$ 
16
0,
00
0 
32
,8
00
 
27
,2
00
 
25
,4
00
 
23
,0
00
 
15
,6
00
 
18
,0
00
 
10
,8
00
 
7,
20
0
4.
 
Sh
ar
e 
of
 d
is
tr
ib
ut
ab
le
 e
ar
ni
ng
s 
fo
r 
$1
,0
00
,0
00
 y
ea
r1
 
$ 
84
0,
00
0 
25
2,
00
0 
21
0,
00
0 
16
8,
00
0 
84
,0
00
 
42
,0
00
 
42
,0
00
 
25
,2
00
 
16
,8
00
5.
 
To
ta
l 
in
co
m
e 
fo
r 
$1
,0
00
,0
00
 y
ea
r 
1,
00
0,
00
0 
28
4,
80
0 
23
7,
20
0 
19
3,
40
0 
10
7,
00
0 
57
,6
00
 
60
,0
00
 
36
,0
00
 
24
,0
00
6.
 
Sh
ar
e 
of
 d
is
tr
ib
ut
ab
le
 e
ar
ni
ng
s 
fo
r 
$2
,0
00
,0
00
 y
ea
r 
$1
,8
40
,0
00
 
55
2,
00
0 
46
0,
00
0 
36
8,
00
0 
18
4,
00
0 
92
,0
00
 
92
,0
00
 
55
,2
00
 
36
,8
00
7.
 
To
ta
l 
in
co
m
e 
fo
r 
$2
,0
00
,0
00
 y
ea
r 
(li
ne
 3
 p
lu
s 
6)
 
2,
00
0,
00
0 
58
4,
80
0 
48
7,
20
0 
39
3,
40
0 
20
7,
00
0 
10
7,
60
0 
11
0,
00
0 
66
,0
00
 
44
,0
00
8. 
Sh
ar
e 
of
 d
is
tr
ib
ut
ab
le
 e
ar
ni
ng
s 
fo
r 
$3
,0
00
,0
00
 y
ea
r 
$2
,8
40
,0
00
 
85
2,
00
0 
71
0,
00
0 
56
8,
00
0 
28
4,
00
0 
14
2,
00
0 
14
2,
00
0 
85
,2
00
 
56
,8
00
9.
 
To
ta
l 
in
co
m
e 
fo
r 
$3
,0
00
,0
00
 y
ea
r 
(li
ne
 3
 p
lu
s 
8 )
 
3,
00
0,
00
0 
88
4,
80
0 
73
7,
20
0 
59
3,
40
0 
30
7,
00
0 
15
7,
60
0 
16
0,
00
0 
96
,0
00
 
64
,0
00
C
O
R
PO
R
A
TE
 F
O
R
M
10
. 
Sa
la
ry
 
(E
xh
ib
it 
B-
3)
 
$ 
25
0,
00
0 
80
,0
00
 
60
,0
00
 
50
,0
00
 
35
,0
00
 
25
,0
00
 
—
 
—
 
—
11
. 
In
te
re
st
 (
6%
 o
n 
de
be
nt
ur
es
 s
ho
wn
 in
 E
xh
ib
it 
B
-3
)2
 
30
,0
00
 
—
 
—
 
—
 
—
 
—
 
15
,0
00
 
9,
00
0 
6,
00
0
12
. 
To
ta
l 
fix
ed
 i
nc
om
e 
$ 
28
0,
00
0 
80
,0
00
 
60
,0
00
 
50
,0
00
 
35
,0
00
 
25
,0
00
 
15
,0
00
 
9,
00
0 
6,
00
0
13
. 
Sh
ar
e 
of
 p
re
-ta
x 
di
st
rib
ut
ab
le
 e
ar
ni
ng
s 
fo
r
$1
,0
00
,0
00
 y
ea
r1
 
$ 
72
0,
00
0 
2
16
,0
00
 
18
0,
00
0 
14
4,
00
0 
72
,0
00
 
36
,0
00
 
36
,0
00
 
21
,6
00
 
14
,4
00
14
. 
To
ta
l 
pr
e-
ta
x 
in
co
m
e 
fo
r 
$1
,0
00
,0
00
 y
ea
r. 
(L
in
e 
12
pl
us
 
13
) 
1,
00
0,
00
0 
29
6,
00
0 
24
0,
00
0 
19
4,
00
0 
10
7,
00
0 
61
,0
00
 
51
,0
00
 
30
,6
00
 
20
,4
00
244
15
. 
Sh
ar
e 
of
 p
re
-ta
x 
di
st
rib
ut
ab
le
 e
ar
ni
ng
s 
fo
r
$2
,0
00
,0
00
 y
ea
r 
$1
,7
20
,0
00
 
51
6,
00
0 
43
0,
00
0 
34
4,
00
0 
17
2,
00
0 
86
,0
00
 
86
,0
00
 
51
,6
00
 
34
,4
00
16
. 
To
ta
l 
pr
e-
ta
x 
in
co
m
e 
fo
r 
$2
,0
00
,0
00
 y
ea
r 
(L
in
e 
12
pl
us
 1
5)
 
2,
00
0,
00
0 
59
6,
00
0 
49
0,
00
0 
39
4,
00
0 
20
7,
00
0 
11
1,
00
0 
10
1,
00
0 
60
,6
00
 
40
,4
00
17
. 
Sh
ar
e 
of
 p
re
-ta
x 
di
st
rib
ut
ab
le
 e
ar
ni
ng
s 
fo
r
$3
,0
00
,0
00
 y
ea
r 
$2
,7
20
,0
00
 
81
6,
00
0 
68
0,
00
0 
54
4,
00
0 
27
2,
00
0 
13
6,
00
0 
13
6,
00
0 
81
,6
00
 
54
,4
00
18
. 
To
ta
l 
pr
e-
ta
x 
in
co
m
e 
fo
r 
$3
,0
00
,0
00
 y
ea
r. 
(L
in
e 
12
pl
us
 
17
) 
3,
00
0,
00
0 
89
6,
00
0 
74
0,
00
0 
59
4,
00
0 
30
7,
00
0 
16
1,
00
0 
15
1,
00
0 
90
,6
00
 
60
,4
00
19
. 
In
cr
ea
se
 
(d
ec
re
as
e)
 
in
 
pr
e-
ta
x 
in
co
m
e 
un
de
r 
co
r­
po
ra
te
 f
or
m
 f
or
 $
1,
00
0,
00
0 
ye
ar
 (
Li
ne
 5
 l
es
s 
I4
)3
 
__
__
__
—
 
11
,2
00
 
2,
80
0 
60
0 
—
 
3,
40
0 
(9
,0
00
) 
(5
,4
00
) 
(3
,6
00
)
NO
TE
S 
TO
 E
XH
IB
IT
 B
-5
1. 
Ea
ch
 p
ar
tn
er
's 
or
 s
to
ck
ho
ld
er
's 
sh
ar
e 
of
 d
is
tri
bu
ta
bl
e 
ea
rn
in
gs
 is
 o
bt
ai
ne
d 
by
 m
ul
tip
ly
in
g 
th
e 
to
ta
l a
m
ou
nt
 (
ta
ke
n 
fro
m
 E
xh
ib
it 
B-
4)
 b
y 
th
e 
pe
rc
en
ta
ge
 b
en
ea
th
 h
is 
na
m
e.
2.
 
Ac
tu
al
ly
, 
un
de
r t
he
 c
or
po
ra
te
 f
or
m
 th
e 
ge
ne
ra
l 
pa
rtn
er
s 
w
ill 
in
cu
r 
cu
rre
nt
ly
 a
n 
in
te
re
st
 e
xp
en
se
 (
or
 a
 l
os
s 
of
 in
ve
st
m
en
t 
in
­
co
m
e)
 b
ec
au
se
 o
f 
th
e 
ne
ed
 t
o 
in
ve
st
 a
dd
iti
on
al
 m
on
ey
 i
n 
no
nd
iv
id
en
d-
pa
yi
ng
 s
to
ck
. C
on
ve
rs
el
y,
 th
e 
lim
ite
d 
pa
rtn
er
s 
ca
n 
ea
rn
 
ad
di
tio
na
l 
in
ve
st
m
en
t 
in
co
m
e 
on
 t
he
 "
ex
ce
ss
 c
ap
ita
l" 
re
tu
rn
ed
 t
o 
th
em
 u
nd
er
 t
he
 c
or
po
ra
te
 f
or
m
. 
(S
ee
 "
Ex
ce
ss
 (
de
fic
it)
 c
ap
i­
ta
l" 
co
lu
m
n 
in
 E
xh
ib
it 
B-
3.
) T
he
 r
es
ul
ta
nt
 e
xp
en
se
 o
r 
in
co
m
e 
fig
ur
es
 w
ou
ld
 n
ot
 s
ig
ni
fic
an
tly
 a
ffe
ct
 t
he
 r
es
ul
ts
 r
ea
ch
ed
 a
nd
, 
fo
r 
si
m
pl
ic
ity
, 
ha
ve
 b
ee
n 
di
sr
eg
ar
de
d.
3.
 
Th
is 
ex
hi
bi
t s
ho
ws
 th
at
, w
ith
ou
t r
eg
ar
d 
to
 fe
de
ra
l i
nc
om
e 
ta
xe
s,
 t
he
 s
al
ar
y 
an
d 
ca
pi
ta
l s
tru
ct
ur
e 
pr
op
os
ed
 u
nd
er
 th
e 
co
rp
or
at
e 
fo
rm
 w
ill 
ge
ne
ra
lly
 c
au
se
 a
 s
hi
ft 
of
 $
18
,0
00
 in
 i
nc
om
e 
fro
m
 t
he
 l
im
ite
d 
pa
rtn
er
 g
ro
up
 t
o 
th
e 
ge
ne
ra
l 
pa
rtn
er
 g
ro
up
, 
as
 w
el
l a
s 
af
fe
ct
in
g 
ea
ch
 p
ar
tn
er
's 
sh
ar
e 
of
 t
he
 b
us
ine
ss
 i
nc
om
e.
 T
hu
s, 
if 
th
e 
pa
rtn
er
sh
ip
 a
gr
ee
m
en
t 
we
re
 r
ev
ise
d 
al
on
g 
th
e 
pr
op
os
ed
 
co
rp
or
at
e 
lin
es
, 
th
e 
ge
ne
ra
l 
pa
rtn
er
s 
wo
ul
d 
re
al
ize
 $
18
,0
00
 m
or
e 
(a
na
 th
e 
lim
ite
d 
pa
rtn
er
s 
$1
8,
00
0 
les
s) 
in
co
m
e 
th
an
 u
nd
er
 th
e 
ex
is
tin
g 
pa
rtn
er
sh
ip
 a
gr
ee
m
en
t. 
Th
e 
sh
ift
 i
n 
pr
e-
ta
x 
in
co
m
e 
is 
at
tri
bu
ta
bl
e 
to
 t
he
 h
ig
he
r s
al
ar
ie
s 
pa
id
 t
o 
th
e 
ge
ne
ra
l p
ar
tn
er
s 
an
d 
th
e 
de
cr
ea
se
 in
 in
te
re
st
 p
ay
m
en
ts
 (
m
os
t o
f w
hi
ch
 w
as
 p
ai
d 
to
 th
e 
lim
ite
d 
pa
rtn
er
s)
. T
he
 s
hi
ft 
in
 in
co
m
e 
wo
ul
d 
be
 e
xa
ct
ly
 th
e 
sa
m
e 
fo
r 
$2
,0
00
,0
00
 a
nd
 
$3
,0
00
,0
00
 y
ea
rs
 a
s 
fo
r 
a 
$ 1
,0
00
,0
00
 y
ea
r, 
i.e
., 
$1
8,
00
0.
245
PANDCC
Computation of After-Tax Result for Each Partner Under Present Partnership
PARTNERSHIP FORM
Total
(100%)
A
(30%)
B
(25%)
1. Total current income (Exhibit B-5, 
line 5) $1,000,000 284,800 237,200
2. Less federal income tax1 522,300 170,300 136,900
3. After-tax income under partner­
ship form $ 477,700 114,500 100,300
CORPORATE FORM
4. Total current income (Exhibit B-5, 
line 12) $ 280,000 80,000 60,000
5. Less federal income tax1 94,100 33,300 22,300
6. After-tax current income $ 185,900 46,700 37,700
7. Share of corporation's accumu­
lated earnings2 $ 380,900 114,300 95,300
8. Less 25% federal capital gains 
tax3 95,000 28,600 23,800
9. After-tax deferred income $ 285,900 85,700 71,500
10. Total after-tax income under cor­
porate form (line 6 plus 9) $ 471,800 132,400 109,200
11. Tax benefit (detriment! under 
corporate form (line 3 less 10)4 $ (5,900) 17,900 8,900
Notes;
1. Individual tax liabilities have been computed on the following premises:
a. The current income from the partnership (line 1) and the corporation 
(line 4) have been considered equal to the individual's taxable income. 
That is, it  is assumed that personal income and deductions offset each 
other. For a partner whose personal income exceeds his deductions, in­
corporation will prove more beneficial (or less detrimental) than indi­
cated; on the other hand, for a partner whose personal deductions ex­
ceed personal income, incorporation will be less beneficial (or more 
detrimental) than indicated.
b. Each partner files a joint return. For a partner who does not file a joint 
return, incorporation will prove more beneficial (or less detrimental) than 
indicated.
2. Line 7 is obtained by multiplying the corporation's total accumulated eai 
ings (taken from Exhibit B-10) by the percentage of stock (indicated at † 
top) held by each individual.
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Exhibit B-6
and Proposed Corporate Structures Based on One Million Dollar Year
c
(20%)
D
(10%)
E
(5%)
F
(5%)
G
P%)
H
(2%)
193,400 107,000 57,600 60,000 36,000 24,000
106,400 49,500 21,000 22,300 10,300 5,600
87,000 57,500 36,600 37,700 25,700 18,400
50,000 35,000 25,000 15,000 9,000 6,000
17,000 9,900 6,000 3,000 1,600 1,000
33,000 25,100 19,000 12,000 7,400 5,000
76,200 38,100 19,000 19,000 11,400 7,600
19,000 9,500 4,700 4,700 2,800 1,900
57,200 28,600 14,300 14,300 8,600 5,700
90,200 53,700 33,300 26,300 16,000 10,700
3,200 (3,800) (3,300) (11,400) (9.700) (7,700)
3. The capital gain tax will not be incurred on shares held by the stockholder at 
his death. Furthermore, the effective rate of capital gain tax may be less 
than 25 per cent, if  the shareholder were in a less than 50 per cent tax 
bracket or had capital losses in the year (or years) he disposed of his stock. 
In any event, until the stock is redeemed, the corporation will have the use 
of 100 per cent (not 75 per cent) of accumulated earnings. (See Exhibit B-10.)
4. For practical reasons, the following are not reflected in the computations:
a. State and local taxes on income.
b. The fact that tax-free fringe benefits are clearly available to employee- 
stockholders but may not be available to working partners. (See 209 of 
the text.) To the extent such fringe benefits are provided to or for an 
employee-stockholder, the benefit (detriment) shown on line 11 is under­
stated (overstated).
c. The 10 per cent surcharge applicable to certain periods in 1968 and 
1969.
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Comparison of Benefits Available Under Qualified Profit-
Assuming Annual Contribution of 10 Per Cent of Eligible Earned
After 5 Years
1. Total accumulation for employee-stockholder
2. Net realizable by employee-stockholder (preceding line less 25 per cent capital gain tax)
3. Maximum accumulation for working partner
4. Net realizable by working partner (preceding line less 40 per cent)
5. Excess realizable by employee-stockholder (line 2-4)
After 10 Years
6. Total accumulation for employee-stockholder
7. Net realizable by employee-stockholder (preceding line less 25 per cent capital gain tax)
8. Maximum accumulation for working partner
9. Net realizable by working partner (preceding line less 40 per cent)
10. Excess realizable by employee-stockholder (line 7-9)
After 15 Years
11. Total accumulation for employee-stockholder
12. Net realizable by employee-stockholder (preceding line less 25 per cent capital gain tax)
13. Maximum accumulation for working partner
14. Net realizable by working partner (preceding line less 40 per cent)
15. Excess realizable by employee-stockholder (line 12-14)
After 20 Years
16. Total accumulation for employee-stockholder
17. Net realizable by employee-stockholder (preceding line less 25 per cent capital gain tax)
18. Maximum accumulation for working partner
19. Net realizable by working partner (preceding line less 40 per cent)
20. Excess realizable by employee-stockholder (line 17-19)
After 25 Years
21. Total accumulation for employee-stockholder
22. Net realizable by employee-stockholder (preceding line less 25 per cent capital gain tax)
23. Maximum accumulation for working partner
24. Net realizable by working partner (preceding line less 40 per cent)
25. Excess realizable by employee-stockholder (line 22-24)
NOTES:
1. For an employee-stockholder, the "total accumulation" includes annual contributions 
equal to 10 per cent of the indicated salary for the specified periods. For a working partner, 
the "maximum accumulation" includes contributions for the specified periods equal to 
10 per cent of the lesser of earned income or $25,000. Additional benefits flowing from 
voluntary (nondeductible) contributions are not reflected here.
2. A  lump sum distribution to an employee-stockholder is taxed as a long-term capital gain 
so that he (or his heirs) will retain 75 per cent of a lump sum distribution, or possibly more. 
That is, only 50 per cent of the distribution will be included in taxable income; moreover, the 
average tax rate on the included amount will not exceed 50 per cent. Because of the round­
ing-off of figures in hundreds of dollars, there will be slight discrepancies in the computations.
3. Any distribution (lump sum or otherwise) to a partner will be fully taxable as ordinary 
income. An income averaging formula may mitigate the graduated tax on a lump sum distribu­
tion, but little or no relief would be obtained by a partner who is otherwise in a top tax 
bracket in a year in which a distribution is received. In each computation, it has been as­
sumed that the distribution will be taxed at a 40 per cent rate— which is less than the rate 
applicable to taxable incomes of $32,000 on joint returns and $16,000 on separate returns. 
As indicated in note 2, where a lump sum distribution to an employee-stockholder is taxed 
at a 40 per cent rate, the effective rate is only 20 per cent (40 per cent of 50 per cent), 
rather than 25 per cent.
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Sharing Plan—Working Partners vs. Employee-Stockholders
Income and Investment Income Compounded at 6 Per Cent
Exhibit C
Annual Salary of
$75,000 $30,000 $50,000 $75,000 $700,000
8,400 16,900 28,100 42,200 56,300
6,300 12,600 21,000 31,600 42,200
8,400 14,000 14,000 14,000 14,000
5,000 8,400 8,400 8,400 8,400
1,300 4,200 12,600 23,200 33,800
19,700 39,500 65,900 98,800 131,800
14,700 29,600 49,400 74,100 98,800
19,700 32,900 32,900 32,900 32,900
11,800 19,700 19,700 19,700 19,700
2,900 9,900 29,700 54,400 79,100
34,900 69,800 116,300 174,500 232,700
26,100 52,300 87,200 130,800 174,500
34,900 58,100 58,100 58,100 58,100
20,900 34,800 34,800 34,800 34,800
5,200 17,500 52,400 96,000 139,700
55,100 110,300 183,900 245,800 367,800
41,300 82,700 137,900 206,800 275,800
55,100 91,900 91,900 91,900 91,900
33,000 55,100 55,100 55,100 55,100
8,300 27,600 82,800 151,700 220,700
82,200 164,500 274,300 411,400 548,600
61,600 123,300 205,700 308,500 411,400
82,200 137,100 137,100 137,100 137,100
49,300 82,200 82,200 82,200 82,200
12,300 41,100 123,500 226,300 329,200
4. This exhibit does not reflect other qualified plan benefits which are available to employee- 
stockholders and denied to working partners. Such extra benefits include:
a. An employee-shareholder may share in forfeitures by any participant in the plan who 
leaves before full vesting of his interest; working partners cannot share in such for­
feitures. The forfeitures annually reallocable to working owners, who tend to be "per­
manent" employees, can add up to a substantial amount by the time they retire.
b. Up to $5,000 of a qualified plan's distribution on behalf of a deceased employee-stock­
holder is exempt from income tax; no comparable income tax exclusion is available with 
respect to a deceased working partner.
c. The value of an employee-stockholder's accumulation in the plan, to the extent not 
attributable to his own contributions, is exempt from estate tax, provided that some­
one other than his estate is designated as beneficiary. No comparable exemption is 
available with respect to a working partner.
5. This exhibit assumes that the unincorporated entity has been contributing to a qualified 
profit-sharing plan an amount equal to 10 per cent of the earned income of both working 
owners and ordinary employees. Therefore, the excess amounts realizable by employee-stock­
holders may be obtained without incurring extra cost; that is, contributions to the plan on 
behalf of ordinary employees will be the same under both the noncorporate and corporate 
forms. Compare note 4 to Exhibit C -1.
6. For background material, see 208.2 of the text.
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Additional Amounts Realizable by Employee-Stockholder If 10 Per Cent Bonus Is 
Assuming Investment Income
After 5 Years
1. Net amount realizable if  bonus contributed to qualified plan and with­
drawn subject to 25 per cent capital gain tax
2. Net amount realizable if 10 per cent bonus is taken and taxed currently at 
50 per cent rate
3. Excess amount realizable from bonuses contributed to qualified plan
After 10 Years
4. Net amount realizable if bonus contributed to qualified plan and with­
drawn subject to 25 per cent capital gain tax
5. Net amount realizable if  10 per cent bonus is taken and taxed currently 
at 50 per cent rate
6. Excess amount realizable from bonuses contributed to qualified plan
A fter 15 Years
7. Net amount realizable if bonus contributed to qualified plan and withdrawn 
subject to 25 per cent capital gain tax
8. Net amount realizable if  10 per cent bonus is taken and taxed currently 
at 50 per cent rate
9. Excess amount realizable from bonuses contributed to qualified plan
A fter 20 Years
10. Net amount realizable if  bonus contributed to qualified plan and with­
drawn subject to 25 per cent capital gain tax
11. Net amount realizable if  10 per cent bonus is taken and taxed currently at 
50 per cent rate
12. Excess amount realizable from bonuses contributed to  qualified plan
After 25 Years
13. Net amount realizable if  bonus contributed to  qualified plan and with­
drawn subject to  25 per cent capital gain tax
14. Net amount realizable if  10 per cent bonus is taken and taxed currently 
at 50 per cent rate
15. Excess amount realizable from bonuses contributed to qualified plan
NOTES
1. A  lump sum distribution to an employee-stockholder is taxed as a long-term capital gain 
so that he (or his heirs) will retain 75 per cent of a lump sum distribution, or possibly more. 
That is, only 50 per cent of the distribution will be included in taxable income; moreover, 
the average tax rate on the included amount will not exceed 50 per cent. Because of the 
rounding-off of figures in hundreds of dollars, there will be slight discrepancies in the com­
putations.
2. For income taxed currently, the 50 per cent rate has been applied across the board. O f 
course, the bonus would probably be currently taxed at less than 50 per cent to an em­
ployee receiving a $15,000 salary and at more than 50 per cent to an employee receiving 
a $100,000 salary.
3. This exhibit does not reflect other qualified compensation plan benefits which are avail­
able to employee-stockholders, such as;
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Exhibit C -1
Contributed to Qualified Profit-Sharing Plan instead of Taken and Taxed Currently
Compounded at 6 Per Cent
Annual Salary of
$15,000 $30,000 $50,000 $75,000 $700,000
6,300 12,600 21,000 31,600 42,200
3,900 7,800 13,200 19,900 26,500
2,400 4,800 7,800 11,700 15,700
14,700 29,600 49,400 74,100 98,800
8,500 17,100 28,600 42,900 57,300
6,200 12,500 20,800 31,200 41,500
26,100 52,300 87,200 130,800 174,500
13,800 27,600 46,000 69,000 92,900
12,300 24,700 41,200 61,800 81,600
41,300 82,700 137,900 206,800 275,800
20,100 40,300 67,100 100,700 134,300
21,100 42,400 70,800 106,100 141,500
61,600 123,300 205,700 308,500 411,400
27,300 54,600 91,100 136,700 182,200
34,300 68,700 114,600 171,800 229,200
a. An employee-shareholder may share in forfeitures by any participant in the plan who 
leaves before full vesting of his interest. The forfeitures reallocable annually to working 
owners, who tend to be "permanent" employees, can add up to a substantial amount by 
the time he retires.
b. Up to $5,000 of a qualified plan's distribution on behalf of a deceased employee-stock- 
holder is exempt from income tax.
c. The value of an employee-stockholder's accumulation in the plan, to the extent not at­
tributable to his own contributions, is exempt from estate tax, provided that someone 
other than his estate is designated as beneficiary.
4. Unless the unincorporated business had a qualified plan and was contributing 10 per cent 
of ordinary employees' salaries to the plan, the indicated benefits for employee-stockholders 
may be outweighed by the extra costs of providing corresponding benefits for other employees. 
For background material, see 208.2, particularly the Reflections.
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Exhibit D
INTERNAL REVENUE CODE SECTION 351 
Subpart A— Corporate Organizations
Sec. 351. Transfer to Corporation Controlled by Transferor.
(a) General rule. No gain  or loss shall b e  recognized if  p ro p erty  is 
transferred  to a  corporation  (including , in  th e  case of transfers m ade 
on or befo re  Ju n e  30, 1967, an  investm ent com pany) b y  one or m ore 
persons solely in  exchange fo r stock or securities in  such corporation  
an d  im m ediately  after th e  exchange such person or persons are  in  
control (as defined in  Section 3 6 8 (c ) )  of th e  corporation. F o r p u r­
poses of this section, stock o r securities issued for services shall no t 
b e  considered as issued in  re tu rn  fo r property .
(b) Receipt of property. I f  subsection ( a )  w ould  apply  to  an  ex­
change b u t fo r th e  fac t th a t th e re  is received, in  add ition  to  th e  stock 
o r securities perm itted  to  b e  received u n d er subsection ( a ) ,  o ther 
p ro p erty  or m oney, th en —
(1 ) gain  ( if  any) to  such rec ip ien t shall b e  recognized, b u t 
no t in  excess of—
(A ) th e  am ount of m oney received, plus
( B ) th e  fa ir m arke t value of such o ther p ro p erty  received; 
and
(2 )  no  loss to  such rec ip ien t shall b e  recognized.
(c) Special rule. In  determ in ing  control, fo r purposes of th is sec­
tion, th e  fac t th a t any  corporate  transferor distributes p a r t  o r all of th e  
stock w hich  i t  receives in  th e  exchange to  its shareholders shall n o t b e  
taken  in to  account.
(d) Application of June 30, 1967, Date. F o r purposes of this 
section, if, in  connection w ith  th e  transaction, a reg istra tion  sta tem ent 
is req u ired  to  b e  filed w ith  th e  Securities and  E xchange Commission, 
a  transfer of p ro p erty  to  an  investm ent com pany shall b e  trea ted  as 
m ade  on o r before  June  30, 1967, only if—
(1 )  such transfer is m ad e  on or befo re  such  date,
(2 )  th e  reg istra tion  sta tem ent was filed w ith  th e  Securities and  
E xchange Com m ission befo re  January  1, 1967, an d  th e  aggregate  issue 
p rice  of th e  stock an d  securities of th e  investm ent com pany w hich are 
issued in  th e  transaction  does no t exceed th e  aggregate  am ount therefor 
specified in  th e  reg istra tion  sta tem ent as of th e  close of D ecem ber 31, 
1966, and
(3 )  th e  transfer of p ro p erty  to  th e  investm ent com pany in  th e  
transaction  includes only p ro p erty  deposited  before  M ay 1, 1967.
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(e) Cross references.
(1 )  F o r special ru le  w here  ano ther p a rty  to  th e  exchange as­
sumes a  liability, or acquires p roperty  subject to  a liability, see Section 
357.
(2 )  F o r th e  basis of stock, securities, or p ro p erty  received  in  
an  exchange to w hich  this section applies, see Sections 358 and  362.
(3 )  F o r special ru le  in  th e  case of an  exchange described  in  
this section b u t w hich results in  a  gift, see Section 2501 an d  following.
(4 )  F o r special ru le  in  th e  case of an  exchange described  in  
this section b u t w hich has th e  effect of th e  p aym en t of com pensation 
by  th e  corporation  or by  a  transferor, see Section 6 1 ( a ) ( 1 ).
INCOME TAX REGULATIONS 
RELATING TO SECTION 351
§ 1.351-1. T ran sfer to  corpora tion  contro lled  by  transfero r
( a ) ( 1 ) Section 3 5 1 (a ) provides, in  general, for th e  nonrecognition 
of gain  or loss upon  th e  transfer by  one or m ore persons of p roperty  
to  a  corporation  solely in  exchange for stock or securities in  such cor­
poration , if im m ediately  after th e  exchange, such person  or persons 
a re  in  control of th e  corporation  to  w hich  th e  p ro p erty  was tran s­
ferred . As u sed  in  Section 351, th e  ph rase  “one or m ore persons” in ­
cludes individuals, trusts, estates, partnersh ips, associations, com panies, 
o r corporations (see  Section 7 7 0 1 (a ) (1 ) ) .  To b e  in  control of th e  
transferee  corporation, such person  or persons m ust ow n im m ediately 
a fte r th e  transfer stock possessing a t least 80 p e r cen t of th e  to ta l 
com bined voting p ow er of all classes of stock en titled  to vo te  an d  a t 
least 80 p e r cen t of th e  to ta l num ber of shares of all o ther classes of 
stock of such  corporation  (see  Section 3 6 8 (c ) ). In  determ in ing  control 
u n d er th is section, th e  fac t th a t any corporation  transfero r distributes 
p a r t  o r all of th e  stock w hich  it  receives in  th e  exchange to its share­
holders shall n o t b e  taken  in to  account. T h e  phrase  “im m ediately  after 
th e  exchange” does n o t necessarily requ ire  sim ultaneous exchanges by  
tw o or m ore persons, b u t  com prehends a  situation  w here th e  rights 
of th e  parties have  been  previously defined and  th e  execution of th e  
agreem ent proceeds w ith  an  expedition consistent w ith  orderly  p ro ­
cedure. F o r purposes of this section—
( i)  stock o r securities issued for services ren d ered  or to  b e  ren ­
d e red  to  or for th e  benefit of th e  issuing corporation  w ill no t b e  trea ted  
as hav ing  been  issued in  re tu rn  fo r property , and
( i i)  stock or securities issued for p ro p erty  w hich  is of relatively  
sm all value in  com parison to  th e  value of th e  stock and  securities
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already  ow ned (o r  to  b e  received  fo r services) b y  th e  person  w ho 
transferred  such  p roperty , shall n o t b e  trea ted  as having  b een  issued 
in  re tu rn  fo r p ro p erty  if  th e  prim ary  pu rpose  of th e  transfer is to  
qualify  u n d er this section th e  exchanges of p ro p erty  b y  o ther persons 
transferring  property . F o r th e  purpose  of Section 351, stock righ ts o r 
stock w arran ts are  no t inc luded  in  th e  term  “stock or securities.”
(2 )  T h e  application  of Section 3 5 1 (a )  is illu stra ted  b y  th e  follow­
ing  exam ples:
Example (1). C  owns a p a te n t rig h t w orth  $25,000 an d  D  owns 
a m anufactu ring  p lan t w orth  $75,000. C  an d  D  organize th e  R  C orpora­
tion  w ith  an  au thorized  cap ita l stock of $100,000. C  transfers his p a ten t 
r ig h t to  th e  R  C orporation fo r $25,000 of its stock an d  D  transfers 
his p la n t to  th e  new  corporation  fo r $75,000 of its stock. No gain  or 
loss to  C  or D  is recognized.
Example (2). B owns certa in  rea l esta te  w hich  cost h im  $50,000 
in  1930, b u t  w hich  has a  fa ir m arket value of $200,000 in  1955. H e  
transfers th e  p ro p erty  to  th e  N  C orporation in  1955 for 78 p e r  cen t 
of each  class of stock of th e  corporation  hav ing  a  fa ir m arket value of 
$200,000, th e  rem ain ing  22 p e r  cen t of th e  stock of th e  corporation  
hav ing  b een  issued by  th e  corporation  in  1940 to  o ther persons for 
cash. B realized  a  taxable  gain of $150,000 on this transaction.
Example (3). E , an  individual, owns p roperty  w ith  a  basis of 
$10,000 b u t w hich  has a  fa ir m arket value of $18,000. E  also h ad  
ren d ered  services valued  a t $2,000 to  C orporation  F . C orporation  F  has 
ou tstand ing  100 shares of com m on stock all of w hich  a re  held  by  G. 
C orporation  F  issues 400 shares of its com m on stock (hav in g  a  fa ir 
m arke t value of $20,000) to  E  in  exchange fo r his p ro p erty  w orth  
$18,000 and  in  com pensation for th e  services he  has ren d ered  w orth  
$2,000. Since im m ediately  afte r th e  transaction, E  owns 80 p e r  cent 
of th e  ou tstand ing  stock of C orporation  F , no gain is recognized upon  
th e  exchange of th e  p ro p erty  for the  stock. H ow ever, E  realized  $2,000 
of ord inary  incom e as com pensation for services ren d ered  to  C orpora­
tion  F.
( b ) ( 1 )  W here  p ro p erty  is transferred  to  a  corporation  b y  tw o or 
m ore persons in  exchange for stock or securities, as described  in  p a ra ­
g rap h  ( a )  of this section, i t  is no t req u ired  th a t th e  stock an d  securi­
ties received  b y  each  b e  substantially  in  proportion  to  his in terest in  
th e  p ro p erty  im m ediately  p rio r to  th e  transfer. H ow ever, w here  th e  
stock and  securities received are  received in  d isproportion  to  such 
in terest, th e  en tire  transaction  w ill b e  given tax  effect in  accordance 
w ith  its tru e  natu re , and  in  app rop ria te  cases th e  transaction  m ay  b e  
trea ted  as if th e  stock an d  securities h a d  first been  received in  p ro ­
portion  and  th en  som e of such stock and  securities h a d  been  used  to 
m ake gifts (Section 2501 and  fo llow ing), to  p ay  com pensation (Section 
6 1 (a )  ( 1 ) ) ,  or to  satisfy obligations of th e  transfero r of any kind.
(2 )  T he application  of p a rag rap h  ( b ) ( 1 ) of this section m ay  be  
illu stra ted  as follows:
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Example (1). Ind iv iduals A  an d  B, fa th e r an d  son, organize a  
corporation  w ith  100 shares of com m on stock to  w hich  A transfers 
p ro p erty  w orth  $8,000 in  exchange for 20 shares of stock, an d  B 
transfers p ro p erty  w o rth  $2,000 in  exchange for 80 shares of stock. 
N o gain  o r loss w ill b e  recognized u n d er Section 351. H ow ever, if i t  
is determ ined  th a t A  in  fac t m ade a  gift to  B, such g ift w ill b e  subject 
to  tax  u n d e r Section 2501 an d  following. Similarly, if B h ad  ren d ered  
services to  A (su ch  services having  no rela tion  to  th e  assets transferred  
o r to  th e  business of th e  corporation) an d  th e  d isproportion  in  th e  
am ount of stock received  constitu ted  th e  paym en t of com pensation b y  
A to  B, B w ill b e  taxable  upo n  th e  fa ir m arke t value of th e  60 shares 
of stock received  as com pensation for services rendered , an d  A w ill 
realize gain  or loss upon  th e  difference b etw een  th e  basis to  h im  of th e  
60 shares an d  th e ir  fa ir m arket value a t th e  tim e of th e  exchange.
Example (2). Ind iv iduals C  and  D  each  transferred , to  a  new ly 
organized  corporation, p ro p erty  having  a  fa ir m arket value of $4,500 
in  exchange for th e  issuance b y  th e  corporation  of 45 shares of its 
cap ita l stock to  each  transferor. A t th e  sam e tim e, th e  corporation  
issued to  E , an  individual, 10 shares of its cap ita l stock in  paym ent for 
o rganizational and  prom otional services ren d ered  b y  E  fo r th e  benefit 
of th e  corporation. E  transferred  no p ro p erty  to  th e  corporation. C  and  
D  w ere  u n d er no  obligation to  p ay  fo r E 's services. N o gain or loss is 
recognized to  C  or D . E  received  com pensation taxable  as ord inary  
incom e to  th e  ex ten t of th e  fa ir  m arket value of th e  10 shares of stock 
received by  him.
( c ) ( 1 ) T h e  general ru le  of Section 351 does n o t apply, an d  conse­
quen tly  gain  or loss w ill b e  recognized, w here  p ro p erty  is transferred  
to  an  investm ent com pany afte r June  30, 1967. A transfer of p ro p erty  
after June  3 0 ,  1967, w ill be  considered to  b e  a transfer to  an  investm ent 
com pany if—
( i)  T he  transfer results, d irectly  or indirectly , in  diversification 
of th e  transferors’ interests, and
( i i)  T h e  transferee is ( a )  a  regu la ted  investm ent com pany,
( b )  a  rea l esta te  investm ent trust, or (c )  a  corporation  m ore th an  80 
p e r cen t of th e  value  of w hose assets (excluding cash an d  noncon- 
trovertib le  d eb t obligations from  consideration) are  he ld  for invest­
m en t an d  are  read ily  m arketab le  stocks or securities, o r in terests in  
reg u la ted  investm ent com panies or rea l esta te  investm ent trusts.
(2 )  T h e  determ ination  of w hether a  corporation  is an  investm ent 
com pany shall ord inarily  b e  m ade b y  reference to  th e  circum stances 
in  existence im m ediately  a fte r th e  transfer in  question. H ow ever, 
w here circum stances change thereafter p u rsu an t to a  p lan  in  existence 
a t th e  tim e of th e  transfer, this de term ination  shall b e  m ade  b y  re fe r­
ence to  th e  la te r circum stances.
(3 )  Stocks an d  securities w ill b e  considered read ily  m arketab le  if 
(a n d  only if)  th ey  a re  p a r t  of a  class of stock or securities w hich  is 
tra d e d  on a  securities exchange or trad ed  or quo ted  regularly  in  th e
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over-the-counter m arket. F o r purposes of subp arag rap h  ( 1 ) ( i i ) ( c )  of 
this parag raph , th e  te rm  “read ily  m arketab le  stocks o r securities” in ­
cludes convertib le debentures, convertible p re fe rred  stock, w arrants, 
an d  o ther stock righ ts if th e  stock for w hich  they  m ay b e  converted  or 
exchanged is read ily  m arketable. Stocks an d  securities w ill b e  con­
sidered  to  b e  h e ld  fo r investm ent unless they  are  ( i )  he ld  prim arily  
fo r sale to  custom ers in  th e  ord inary  course of business, o r ( i i ) used  in 
th e  tra d e  or business of banking, insurance, brokerage, or a  sim ilar 
trad e  or business.
(4 )  In  m aking th e  determ ination  req u ired  u n d er subparag raph  (1 )  
( i i)  (c )  o f this parag raph , stock and  securities in  subsidiary  corpora­
tions shall b e  d isregarded  an d  th e  p a ren t corporation  shall b e  deem ed 
to ow n its ra tab le  share of its subsidiaries’ assets. A corporation  shall 
b e  considered a  subsidiary  if  th e  p a re n t owns 50 p e r  cen t o r m ore of
( i )  th e  com bined voting  pow er of all classes of stock en titled  to  vote, 
or ( ii)  th e  to ta l value of shares of all classes of stock outstanding.
(5 )  A  transfer ordinarily  results in  th e  diversification of th e  trans­
ferors’ interests if  tw o or m ore persons transfer non iden tical assets to  
a corporation  in  th e  exchange. F o r this purpose, if  any transaction  
involves one or m ore transfers of nonidentical assets w hich, tak en  in  
th e  aggregate, constitu te an  insignificant portion  of th e  to ta l value of 
assets transferred , such transfers shall b e  d isregarded  in  determ in ing  
w hether diversification has occurred. I f  th e re  is only one transferor 
( o r tw o or m ore transferors of iden tical asse ts) to  a  new ly organized 
corporation, th e  transfer w ill generally  b e  trea ted  as n o t resu lting  in 
diversification. I f  a  transfer is p a r t  o f a  p lan  to  achieve diversification 
w ith o u t recognition  of gain, such as a  p lan  w hich  contem plates a 
subsequen t transfer, how ever delayed, of th e  corporate  assets (o r  of 
th e  stock o r securities received  in  th e  earlier exchange) to  an  invest­
m en t com pany in  a  transaction  pu rp o rtin g  to qualify  for nonrecog­
n ition  trea tm ent, th e  original transfer w ill be  trea ted  as resu lting  in 
diversification.
(6 )  T h e  application  of subparag raph  (5 )  of this p a rag rap h  m ay  be 
illustra ted  as follows:
Example (1). Ind iv iduals A, B, an d  C  organize a corporation  w ith  
101 shares of com m on stock. A and  B each  transfers to  i t  $10,000 w orth  
of th e  only class of stock of corporation  X, listed  on  th e  N ew  York 
Stock Exchange, in  exchange fo r 50 shares of stock. C  transfers $200 
w orth  of read ily  m arketab le  securities in  corporation  Y fo r one share 
of stock. In  determ in ing  w hether or n o t diversification has occurred, 
C ’s partic ipa tion  in  th e  transaction  w ill b e  d isregarded. T here  is, 
therefore, no  diversification, and  gain  o r loss w ill no t b e  recognized.
Example (2). A, toge ther w ith  50 o ther transferors, organizes a 
corporation  w ith  100 shares of stock. A transfers $10,000 w orth  of stock 
in  corporation  X, listed  on th e  N ew  York Stock Exchange, in  exchange 
for 50 shares of stock. E ach  of th e  o ther 50 transferors transfers $200 
w orth  of read ily  m arketab le  securities in  corporations o ther th an  X in
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exchange for one share  of stock. In  determ in ing  w hether o r n o t d iver­
sification has occurred, all transfers w ill b e  taken  in to  account. T here­
fore, diversification is p resen t, an d  gain  o r loss w ill b e  recognized.
[T . D. 6152, 12-2-55. A m ended by T. D. 6942, 12-28-67.]
§ 1.351-2. R eceip t o f p ro p erty
( a )  I f  an  exchange w ould  b e  w ith in  th e  provisions of Section 3 5 1 (a ) 
if  i t  w ere  no t for th e  fac t th a t th e  p ro p erty  received  in  exchange 
consists no t only of p ro p erty  p e rm itted  b y  such subsection to  b e  
received  w ithou t th e  recognition  of gain, b u t  also of o ther p ro p erty  or 
m oney, th en  th e  gain, if any, to  th e  rec ip ien t shall b e  recognized, b u t  
in  an  am ount n o t in  excess of th e  sum  of such m oney an d  th e  fa ir 
m arket value of such o ther p roperty . N o loss to  th e  rec ip ien t shall 
b e  recognized.
( b )  See Section 357 an d  th e  regulations perta in in g  to  th a t section 
for applicab le  rules as to  th e  trea tm en t of liabilities as “o ther p ro p ­
erty” in  cases subject to  Section 351, w here  ano ther p a r ty  to th e  
exchange assumes a  liability, o r acquires p ro p erty  subject to  a  liability .
(c )  See Sections 358 and  362 an d  th e  regulations p e rta in ing  to  those 
sections fo r applicab le  rules w ith  respect to  th e  determ ination  of th e  
basis of stock, securities, o r o ther p ro p erty  received  in  exchanges sub ­
jec t to  Section 351.
( d )  See P a rt I  (Section  301 an d  fo llow ing), S ubchap ter C, C h ap ­
te r  1 of th e  Code, an d  th e  regulations th e reu n d er fo r applicab le  rules 
w ith  respect to  th e  taxation  of div idends w here  a  d istribu tion  b y  a  
corporation  of its stock o r securities in  connection w ith  an  exchange 
subject to  Section 3 5 1 (a ) has th e  effect of th e  d istribu tion  of a  tax­
ab le  div idend.
[T. D . 6152, 12-2-55.]
§ 1.351-3. R ecords to  be  k ep t an d  in form ation  to  b e  filed
( a ) E very  person w ho received  th e  stock or securities of a  controlled  
corporation, or o ther p roperty  as p a r t  of th e  consideration, in  exchange 
fo r p ro p erty  u n d e r Section 351, shall file w ith  his incom e tax  re tu rn  
fo r th e  taxable y ear in  w hich  th e  exchange is consum m ated a  com ­
p le te  sta tem ent of all facts p e rtin en t to  such exchange, includ ing—
( 1 ) A descrip tion  of th e  p roperty  transferred , or of his in terest 
in  such p roperty , together w ith  a  sta tem ent of th e  cost or 
o ther basis thereof, ad justed  to  th e  d a te  of transfer.
(2 )  W ith  respect to  stock of th e  controlled  corporation  received 
in  th e  exchange, a  sta tem ent of—
(i)  T he  k ind  of stock and  preferences, if any;
( ii)  T h e  num ber of shares of each class received; and
(iii)  T he fa ir m arket value p e r  share of each  class a t the  
d a te  of th e  exchange.
261
(3 )  W ith  respect to  securities of th e  controlled corporation  re ­
ceived in  th e  exchange, a  sta tem ent of—
(i)  T h e  principal am ount an d  term s; and
( ii)  T he fa ir m arke t value a t th e  d a te  of exchange.
(4 )  T h e  am ount of m oney received, if any.
(5 )  W ith  respect to  o ther p ro p erty  received—
(i)  A  com plete descrip tion  of each  separa te  item ;
( ii)  T h e  fair m arket value of each  separa te  item  a t  th e  
d a te  of exchange; an d
(iii)  In  th e  case of a  co rporate  shareholder, th e  ad justed  
basis of th e  o ther p ro p erty  in  th e  hands of th e  con­
tro lled  corporation  im m ediately befo re  th e  d istribu tion  
of such  o ther p ro p erty  to  th e  corporate  shareholder 
in  connection w ith  th e  exchange.
(6 )  W ith  respect to  liabilities of th e  transferors assum ed b y  the  
controlled  corporation, a  sta tem ent of—
( i)  T h e  n a tu re  of th e  liabilities;
( ii)  W hen  and  u n d er w h at circum stances created;
( iii)  T h e  corporate  business reason  fo r assum ption b y  th e  
controlled corporation; and
(iv )  W hether such assum ption elim inates th e  tran sfe ro rs  
prim ary  liability.
( b )  E very  such  controlled  corporation  shall file w ith  its incom e tax  
re tu rn  for th e  taxable  year in  w hich  th e  exchange is consum m ated—
(1 )  A com plete descrip tion  of all th e  p ro p erty  received  from  
th e  transferors.
(2 )  A sta tem ent of th e  cost o r o ther basis thereof in  th e  hands 
of th e  transferors ad justed  to  th e  d a te  of transfer.
(3 )  T he  follow ing inform ation w ith  respect to  th e  cap ita l stock 
of th e  controlled  corporation—
(i)  T he  to ta l issued and  ou tstand ing  cap ita l stock im m edi­
ately  p rio r to  an d  im m ediately  a fte r th e  exchange, 
w ith  a com plete descrip tion  of each  class of stock;
( ii)  T h e  classes of stock an d  num ber of shares issued to 
each  transfero r in  th e  exchange, and  th e  n um ber of 
shares of each  class of stock ow ned b y  each  tran s­
fero r im m ediately  p rio r to  and  im m ediately  after th e  
exchange, and
( i i i )  T h e  f a i r  m a r k e t  v a lu e  o f  th e  c a p i ta l  s to c k  as o f  th e  
d a te  of exchange w hich  was issued to  each transferor.
(4 )  T h e  follow ing inform ation w ith  respect to  securities of the  
controlled corporation—
(i)  T h e  p rincipal am ount and  term s of all securities ou t­
stand ing  im m ediately  p rio r to  an d  im m ediately  after 
th e  exchange,
( ii)  T he  p rincipal am ount an d  term s of securities issued 
to  each  transfero r in  th e  exchange, w ith  a  sta tem ent
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show ing each  transferor’s holdings of securities of th e  
controlled  corporation  im m ediately  p rio r to  and  im ­
m ediately  a fte r th e  exchange,
( iii)  T h e  fa ir m arket value of th e  securities issued to the  
transferors on th e  da te  of th e  exchange, and
(iv )  A sta tem ent as to  w hether th e  securities issued in  the  
exchange are  subord inated  in  any w ay to  o ther claims 
against th e  controlled  corporation.
(5 )  T h e  am ount of m oney, if any, w hich  passed  to  each  of the  
transferors in  connection w ith  the  transaction.
(6 )  W ith  respect to  o ther p ro p erty  w hich passed  to each 
transferor—
( i)  A com plete descrip tion  of each separa te  item ;
( ii)  T h e  fa ir m arke t value of each  separa te  item  a t the  
d a te  of exchange, and
(iii)  In  th e  case of a  corporate transferor, th e  ad justed  
basis of each  separa te  item  in  th e  hands of th e  con­
tro lled  corporation  im m ediately  befo re  th e  d istribu­
tion  of such o ther p roperty  to  th e  corporate transfero r 
in  connection w ith  th e  exchange.
(7 )  T h e  follow ing inform ation as to  th e  transferor’s liabilities 
assum ed b y  th e  controlled corporation  in  th e  exchange—
(i)  T he am ount an d  a descrip tion  thereof.
( ii)  W hen  and  u n d e r w h at circum stances created , and
(iii)  T h e  corporate  business reason or reasons for assum p­
tion  b y  th e  controlled  corporation.
(c )  P erm anen t records in  substan tia l form  shall be  k ep t b y  every 
taxpayer w ho partic ipa tes in  th e  type  of exchange described  in  Sec­
tion  351, show ing th e  inform ation listed  above, in  o rder to  facilita te  
th e  determ ination  of gain  or loss from  a  subsequen t disposition of 
stock or securities and  o ther property , if any, received in  the exchange.
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State-A dam s C orp., 283 F 2 d  395
202
Stone M otor Co., T C  M em o 1956- 
179 603
Sim Properties Inc., 220 F 2 d  171
404.2
T. C. H eyw ard  & Co., D .C ., N .C., 
18 A FT R  2d  5775, 66-2 U STC 
¶9667 204.1
T ennessee L ife Ins. Co., 280 F 2 d  38 
504.8
Texas C anad ian  O il Co., 44 BTA 
913 402.6
Textile A pron Co., 21 T C  147, acq.
504.1
Thornley, 147 F 2d  416 405.3
Trico Products C orp., 137 F 2 d  424
204.1
T ruck  T erm inal Inc., 33 T C  876
404.2
U nited  M ercantile Agencies, 34 T C
808 602.2
V. H . M onette & Co., 45 T C  15, 
acq. 2 15
W est Seattle N at’l Bank of Seattle, 
238 F 2d  47 504.2
W estern  W ine & L iquor Co., 18 T C  
1090, acq. 210
W heeler, C lifford W ., 342 F 2 d  837
403.2
W hipple , 373 US 193 505.5
W illgard  R ealty  Co., Inc., 127 F 2d
514 402.2
W illiam son, J. C., 292 F 2 d  524 
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W illm ark Service System, T C  
M em o 1965-294 208.1
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Index
A
Accounting method, selection of, 503
Accounting methods, special, 504
Accrual accounting, 503 
for deductions attributable to un­
incorporated entity, 603.2 
for foreign tax credit, 504.11 
for income attributable to unincor­
porated entity, 602.4 
for vacation pay, 504.3
Accrued but uncollected income, 602.1
Accumulated earnings credit, as de­
fense against accumulated earn­
ings tax, 204.1
Accumulated earnings tax, 204.1 
in reclassification of loans, 205.2
Accumulation of earnings, in capital
growth, 307
Allocation in partly tax-free incorpora­
tions
according to appreciation, 403.3 
according to fair value, 403.3 
according to tax basis, 403.3
Annual deferrals, in qualified deferred 
compensation plan, 208.2
Appreciation, allocation according to, 
in partly tax-free incorpora­
tions, 403.3
Assets, written-off, 602.1
Associations deemed taxable as cor­
porations, incorporation of,
102.4
Assumptions of liabilities, proscribed, 
in partly tax-free incorpora­
tions, 403.2; 403.3
Assumption of loans, tainted purpose 
for, in partly tax-free incor­
porations, 402.3
B
Bad debts, accounting for, 504.2 
or capital loss, in reclassification of
loans, 205.2
reserve, recapture of, 606
Bailing out earnings, 505.2
Banks, as nontaxable conduits, 204.4
Board of directors, in management 
structure, 507
Books, closing of, in timing of incor­
poration transaction, 406
Boot
effect of, in partly tax-free incor­
porations, 403.3
information reporting requirements 
on, 508
receipt by transferors, in partly tax- 
free incorporations, 403.1
Borrowed capital, in capital growth, 
307
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Business income losses, offsetting
against personal deductions in­
come, 212
Business interests, disposition of, in 
wholly taxable incorporating 
transactions, 404.1
Business needs, satisfying, 505.1
c
Capital
borrowed, in capital growth, 307 
equity, 205 
outside, 505.5
paid in, in capital growth, 307
Capital gains, 206 
in qualified deferred compensation
plan, 208.2
Capital growth, 307
Capitalize-and-amortize accounting for 
research and development ex­
penses, 504.9
Capital loss carryovers, in accounting 
for deductions attributable to 
unincorporated entity, 603.4
Capital loss or bad debt, in reclassi­
fication of loans, 205.2
Capital structure, 505
allocating voting control, 505.3 
attracting outside capital, 505.5 
bailing out earnings, 505.2 
maintaining profit participating per­
centages, 505.4
satisfying business needs, 505.1 
Subchapter S eligibility, 505.7 
turnover of employee-stockholders,
505.6
Cash accounting
for deductions attributable to unin­
corporated entity, 603.1
for income attributable to unin­
corporated entity, 602.1
Cash receipts and disbursements, 503
Centralization of management, 304
Chargeoff for bad debts, 504.2
Clients, effect of image on, 309
Close corporation, defined 104
Closely held corporation, defined 104
Compensation, see also Deferred com­
pensation plans
excessive, 207 
inadequate, 207 
reasonable, 207 
structure, 506
Completed contract accounting 
for income attributable to unin­
corporated entity, 602.4 
for long-term contracts, 504.4
Consent of third parties, obtaining, 
509
Continuity of enterprise, 303
Contributions, voluntary, in qualified 
deferred compensation plan,
208.2
Control
immediately after the exchange in 
wholly tax-free incorporation,
402.2
in wholly tax-free incorporation, de­
fined, 402.2
Controlled corporation, defined, 104
272
Convertible debentures, in attracting 
outside capital, 505.5
Cooperatives, tax status of, 204.4
Corporate tax rates, individual vs., 
203
Corporation (s), see also Foreign cor­
porations; Investment corpo­
rations
centralization of management in, 
304
defined, 104
flexibility and freedom in doing 
business, 306
laws, state, 407
liquidating equity interests in, 211 
money paid by, in partly tax-free
incorporations, 403.1 
and noncorporate tax structures,
202
property transferred to, in wholly 
tax-free incorporation, 402.1
proscribed assumption of liabilities 
by, in partly tax-free incorpor­
ation, 403.2
restrictions on transferability of in­
terests, 305
sale or exchange of equity interests 
in, 210
tax basis and holding period in 
wholly tax-free incorporations,
402.8
types not double taxed, 204.4 
and unincorporated entities, varia­
tions in tax structure, 202 
Cost inventory accounting, 504.1
Cost or market inventory accounting,
504.1
Creditors, effect of image on, 309
Cross-references, 217
Customers, effect of image on, 309
D
Dealers in personal property, install­
ment accounting for, 504.5
Death, contemplation of, in timing 
of income transaction, 406
Death benefits, 209.4
Debt-equity ratio, 205.1
Deductible loss, in wholly taxable in­
corporating transactions, 404.1
Deduction, employer’s, in qualified 
deferred compensation plan,
208.2
Deductions attributable to unincor­
porated entity, 603
accrual method, 603.2 
capital loss carryover, 603.4 
cash method, 603.1 
net operating losses, 603.3
Deferrals, annual, in qualified de­
ferred compensation plan,
208.2
Deferred compensation plans, 208 
nonqualified, 208.1 
qualified, 208.2
Depletion income, percentage, 206
Depreciable properties, step-up in 
basis of, 404.1
Depreciation 
methods, 504.6 
recapture of, 605
Disproportionate exchanges, in wholly 
tax-free incorporation, 402.5
Distributed earnings, double taxation 
of, 204
accumulated earnings tax, 204.1
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personal holding company tax,
204.2
Subchapter S exception, 204.3
Distribution by corporate transferor, 
in wholly tax-free incorpora­
tion, 402.2
Dividends, defense against failure to 
distribute, 204.1
Divisive incorporation, 215
Documents, recording of, 509
Dollar percentage of completion
method of long-term contract 
accounting, 504.4
Donruss Co. case, 204.1
E
Earnings, see also Accumulated earn­
ings tax; Distributed earnings
bailing out, 505.2
Elective corporations 
incorporation of, 102.6 
tax reasons for incorporating before
constructive liquidation date, 
102.6
Employee-owner’s taxable income, 
averaging, 213
Employees, effect of image on, 309
Employee-stockholders 
adding, 505.6 
turnover of, 505.6
Enterprise, continuity of, 303
Equity capital, owners’ investments 
as, 205
See also Capital
Equity interest 
liquidating, 211 
sale or exchange of, 210 
transfers, 308
Excessive compensation, 207
Excess liabilities, in partly tax-free 
incorporations, 403.2
Exchanges, disproportionate, in
wholly tax-free incorporation,
402.5
Executive committee, in management 
structure, 507
F
Fair value, allocation according to, 
in partly tax-free incorpora­
tions, 403.3
Fiscal year, selection of, 502
Fiscal year partnership, avoiding in­
come bunching for, 607
Fixed maturity date, 205.1
Flexibility and freedom in doing busi­
ness, 306
Foreign corporations, in wholly tax- 
free incorporation, 402.6
Foreign tax credit, accounting for,
504.11
Forfeitures, in qualified deferred com­
pensation plan, 208.2
Fringe benefits, nontaxable, 209 
death benefits, 209.4 
group life insurance coverage, 209.3 
meals and lodgings, 209.5
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medical insurance, 209.1 
moving expenses, 209.6 
sick pay, 209.2
G
General Motors Corporation, 204
Gifts by a transferor, in wholly tax- 
free incorporation, 402.2
Group life insurance coverage, 209.3 
Growth, capital, see Capital growth
H
“Hobby businesses,” incorporating, 
216
Holding period and tax basis, in 
wholly tax-free incorporations,
402.8
Hybrid accounting method, 503
I
Image, 309
“Immediately after,” in wholly tax- 
free incorporation, defined,
402.2
Inadequate compensation, 207
Income, see also Personal deductions 
income; Taxable income; Tax- 
exempt income; Tax-privileged 
income
assignment of, 602
attributable to unincorporated en­
tity, 602
accrual method, 602.2 
cash method, 602.1 
completed contract method, 602.4 
installment method, 602.3 
recovery exclusion, 602.5
Income attributes 
carryover of, 602 
when taxable, 602; 602.1; 602.2
Income averaging, 607
Income bunching, avoiding 
for fiscal year partnership, 607 
in timing of incorporation transac­
tion, 406
Income-franchise taxes, 308
Incorporation
advantages and disadvantages, 201 
classification of, 102
associations deemed taxable as 
corporations, 102.4
elective corporations, 102.6 
partnerships, 102.2 
professional service organizations,
102.5
proprietorships, sole, 102.1 
subsidiary, 102.3
divisive, 215 
“hobby businesses,” 216 
partial, 214 
partly tax-free, 403 
selecting state of, 407 
study, 103
timing of transaction, 406 
transaction, state and local laws on,
408
wholly tax-free, 402
Individual tax rates, corporate vs., 203
Information reporting requirements, 
508; 608
Initial taxes, 308
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Installment accounting
for dealers in personal property,
504.5
for income attributable to unin­
corporated entity, 602.3
Interest, default in, 205.1
Interest deduction, denial of, in re­
classification of loans, 205.2
Interest rate, fixed, 205.1
International Business Machines Cor­
poration, 204
Inventories, 504.1
Inventory accounting methods, 504.1
Investment companies, regulated, tax 
status of, 204.4
Investment corporations, in wholly tax- 
free incorporations, 402.7
Investment credit, recapture of, 604
Investments, owners’, as loans or 
equity capital, 205
classification criteria, 205.1
Liabilities
assumption by corporation, in
wholly tax-free incorporation,
402.4
excess, in partly tax-free incorpora­
tions, 403.2
proscribed assumption of, in partly 
tax-free incorporations, 403.2;
403.3
tainted assumption of, in partly tax- 
free incorporations, 403.1
Life insurance coverage, group, 209.3
Limited liability, 302
Liquidation, recognition of gain or 
loss in, 202
Loans
adverse consequences of reclassifi­
cation, 205.2
owners’ investments as, 205 
tainted purpose for assumption of,
in partly tax-free incorpora­
tions, 403.2
Long-term contract accounting, 504.4
Losses, absorbing, in wholly taxable 
incorporating transactions,
404.1
See also Business income losses
K
Keogh plan or H.R. 10, 208
“Kintner” regulations (Reg. Sec. 
301.7701-2), 102.4
L
Land, step-up in basis of, 404.1
M
Management centralization, 304
Management structure, 507 
Maturity date, fixed, 205.1 
Meals and lodgings, 209.5
Medical insurance, 209.1
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Money paid by corporation, in partly 
tax-free incorporations, 403.1
Moving expenses, 209.6
N
Net operating losses, in accounting 
for deductions attributable to 
unincorporated entity, 603.3
Noncorporate and corporation tax 
structures, 202
Nonqualified deferred compensation 
plans, 208.1
Nonrecognition property, defined 104
Nontax matters, in incorporating part­
nerships, 609
o
Officers, in management structure, 507
Ordinary loss (1244) stock, in attract­
ing outside capital, 505.5
Organizational expenses, accounting 
for, 504.7
Outside capital, attracting, 505.5
Overall accounting method, 503
Owners’ investments
as loans or equity capital, 205 
reclassification of loans, 205.2
p
Paid-in capital, in capital growth, 307 
Partial incorporation, 214
Partly tax-free incorporations, 403 
proscribed assumptions of liabilities
by corporation, 403.2 
receipt of boot by transferors, 403.1 
tax basis and holding period, 403.3
Partnership assets, transfer of, in in­
corporating partnerships, 
405.1; 405.2
Partnerships
centralization of management in, 
304
fiscal year, avoiding income bunch­
ing for, 607
flexibility and freedom in doing 
business, 306
incorporation of, 102.2 
liquidating equity interests in, 211 
methods of incorporating, 405
direct transfer of assets, 405.1 
indirect transfer of assets, 405.2 
transfer of interests, 405.3
nontax matters in incorporating, 609 
restrictions on transferability of in­
terests, 305
sale or exchange of equity interests 
in, 210
tax rules inconsistent with mono­
entity concept, 202
Patents, in wholly taxable incorporat­
ing transactions, 404.1
Payroll taxes, 308
in timing of incorporation transac­
tion, 406
Payroll tax returns, 509
Pension plans, 208.2
Percentage depletion income, 206
Per-country vs. overall limitation ac­
counting for foreign tax credit,
504.11
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Personal deductions income, offsetting 
business income losses against, 
212
Personal holding company tax, 204.2
Personal holding corporations, exemp­
tion from accumulated earn­
ings tax, 204.1
Personal property, dealers in, install­
ment accounting for, 504.5
Physical percentage of completion 
method of long-term contract 
accounting, 504.4
Principal payments, treatment in re­
classification of loans, 205.2
Professional service organizations, in­
corporation of, 102.5
Profit participating percentages, main­
taining, 505.4
Profit-sharing plan, 208.2
Property
as boot, in partly tax-free incor­
porations, 403.1
reduction of basis of, in reclassifica­
tion of loans, 205.2
transferred to corporation, in wholly 
tax-free incorporation, 402.1
Proprietorships, see Sole proprietor­
ships
Q
Qualified deferred compensation plans,
208.2
R
Real estate investment “trusts,” tax 
status of, 204.4
Realized, defined, 104
Realized gain, in incorporation trans­
action, 402
Real property taxes, accounting for,
504.8
Reasonable compensation, 207
Recapture
of depreciation, 605 
of investment credit, 604 
of reserve for bad debts, 606
Recognize, defined, 104
Recovery exclusions, 602.5
Regulated investment companies, tax 
status of, 204.4
Research and development expenses, 
accounting for, 504.9
Reserve accounting for bad debts,
504.2
Reserve for bad debts, recapture of, 
606
s
Sale by transferor, in wholly tax-free 
incorporation, 402.2
Sales
effectiveness of incorporating, 404.2 
reasons for incorporating, 404.1
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Sec. 337 benefits, forfeiting, in reclas­
sification of loans, 205.2
Sec. 351, sense and spirit of, 602
Sec. 351 incorporation, defined, 104
Sec. 381, implications of, 602
Sec. 446, 602
Sec. 482, 602
Securities, in “solely stock or securi­
ties” requirement, in wholly 
tax-free incorporation, 402.3
Securities of transferee, information 
reporting requirements on, 508
Security, defined, 104
Sick pay, 209.2
Sinking-fund provisions, 205.1
“Solely stock or securities” require­
ment, in wholly tax-free incor­
poration, 402.3
Sole proprietorship
centralization of management in,
304
flexibility and freedom in doing 
business, 306
incorporation of, 102.1 
liquidating equity interests in, 211 
restrictions on transferability of in­
terests in, 305
sale or exchange of equity interests 
in, 210
tax rules inconsistent with mono­
entity concept, 202
Special accounting methods, selection 
of, 504
bad debts, 504.2 
depreciation methods, 504.6 
foreign tax credit, 504.11 
installment method for dealers in
personal property, 504.5 
inventories, 504.1 
long-term contract methods, 504.4 
organizational expenses, 504.7 
real property taxes, 504.8 
research and development expenses,
504.9
trademark and trade name expen­
ditures, 504.10
vacation pay, 504.3
Starting-up matters, 509
State and local taxes on incorporation 
transaction, 408
Stock
bonus plan, 208.2
held by employees, redemption of,
505.6
in “solely stock or securities” re­
quirement, in wholly tax-free 
incorporation, 402.3
of transferee, information reporting 
requirements on, 508
Subchapter S 
eligibility, 505.7
exception to double taxation of dis­
tributed earnings, 204.3
jeopardizing of election, in reclas­
sification of loans, 205.2
status, in divisive incorporation, 215 
Subordination, 205.1
T
Taxable income
averaging employee-owner’s, 213 
shifting, in timing of incorporation
transaction, 406
279
Taxable year, selection of, 502
Taxation of distributed earnings, 
double, 204
Tax basis, allocation according to, in 
partly tax-free incorporations,
403.3
Tax basis and holding period
in partly tax-free incorporations,
403.3
in wholly tax-free incorporations, 
402.8
Taxes
payroll, 400 
state and local, 308
on incorporation transaction, 408 
on transfers of equity interests, 308
Tax exemption, in qualified deferred 
compensation plan, 208.2
Tax-exempt income, 206
Tax free, defined, 104
Tax-free incorporation 
defined, 104 
wholly, 402
Taxpayer identification number, 509 
Tax-privileged income, 206
Tax rates
corporate vs. individual, 203 
defined, 104
Tax structures, corporation and non­
corporate, 202
Third parties, obtaining consent of, 
509
Trademark and trade name expendi­
tures, accounting for, 504.10
Transfer
of equity interests, 308
for promotional services, in wholly
tax-free incorporation, 402.2
Transferability of interests, restrictions 
on, 305
Transferors
receipt of boot by, in partly tax- 
free incorporations, 403.1
tax basis and holding period, in 
wholly tax-free incorporations, 
402.8
u
Unincorporated entities and corpora­
tions, variations in tax struc­
ture, 202
Unincorporated entity 
defined, 104
income attributable to, 602
V
Vacation pay, accounting for, 504.3
Voluntary contributions, in qualified 
deferred compensation plan,
208.2
Voting control, allocating, 505.3
w
Western Hemisphere trade corpora­
tion, in divisive incorporation, 
215
280
Western Hemisphere trade corpora­
tion deduction (Sec. 921),
102.3
Wholly taxable incorporating transac­
tions, 404
sales
effectiveness of incorporating,
404.2
reasons for incorporating, 404.1
Wholly tax-free incorporation, 402 
assumption of liabilities by corpora­
tion, 402.4
control immediately after the ex­
change, 402.2
disproportionate exchanges, 402.5 
foreign corporations, 402.6 
investment corporations, 402.7 
property transferred to corporation,
402.1
“solely stock or securities” require­
ment, 402.3
tax basis and holding period, 402.8 
Working owner, defined 104 
Written-off assets, 602.1
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